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How Uniformity Treats Diversity: Does One Size
Fit All?

TUESDAY, MAY 4, 1999

HOUSE OF REPRESENTATIVES,
COMMITTEE ON THE BUDGET,
TASK FORCE ON SOCIAL SECURITY,
Washington, DC.

The Task Force met, pursuant to call, at 12 noon in room 210,
Cannon House Office Building, Hon. Nick Smith [chairman of the
Task Force] presiding.

Members present: Representatives Smith, Herger, Collins, Ryan
of Wisconsin, Toomey, Rivers, Bentsen, Clayton, and Holt. Also
present: Representative Gutknecht.

Chairman SmiTH. If the witnesses would like to come to the wit-
ness table, we will kick off our meeting.

Thg Budget Committee Task Force on Social Security will come
to order.

Our witnesses today are Lawrence Kotlikoff, Professor of Eco-
nomics at Boston University, Research Associate of the National
Bureau of Economic Research, Fellow of the Econometric Society,
and a member of the Executive Committee of the American Eco-
nomic Association. He served on the President’s Council of Eco-
nomic Advisors, and as a consultant to the International Monetary
Fund, the World Bank, and the Organization for Economic Co-
operation and Development. His book—a little color here, a great
red book—his book, Generational Accounting, describes Dr.
Kotlikoff's research on how Social Security will affect current and
future generations.

So thank you very much, Dr. Kotlikoff, for being here.

Darcy Olsen is an Entitlements Policy Analyst with the Cato In-
stitute working on Social Security, child care, education, health
care and welfare. In particular, she studies the ways of entitle-
ments and how they affect women, children and the poor. She is
the author of Greater Financial Security for Women with Personal
Retirement Accounts, a Cato Institute briefing paper.

Before assuming her present position at Cato, Ms. Olsen worked
as a transitional house manager and drug counselor for the D.C.
Coalition for the Homeless, and was managing editor of the Regu-
lation Magazine.

She is a frequent guest on television and radio programs nation-
wide and has appeared on the Today Show, NBC Nightly News,
and CNN. Her articles and editorials have been published in a va-
riety of newspapers, magazines and journals. Ms. Olsen holds a
bachelor's degree from the School of Foreign Service at Georgetown

@)
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University, and a master’'s degree in International Education from
New York University.

Thank you for being here.

And Kilolo Kijakazi has been a Senior Policy Analyst for the
Center on Budget and Policy Priorities since 1997. Prior to that,
she worked for the United States USDA and Urban Institute, and
Dr. Kijakazi has a Ph.D. in Public Policy from George Washington
University and a master’s degree in Social Work from Howard Uni-
versity. Her dissertation, African-American Economic Development
and Small Business Ownership, was published in 1997.

So, Dr. Kijakazi, thank you very much for being here.

This meeting today is going to look at some of the transitional
costs and, in addition, how it affects different groups of our society,
including women, including young people, including the individuals
that are not yet in the work force and those that are coming into
the work force, as well as married women and the benefits they
might expect.

Today's Social Security system has “winners” and “losers.” All
workers pay the same rate of payroll tax and all retirees receive
a benefit based on the same payroll calculation of the payroll bene-
fits that they have paid in, but some workers certainly get a better
deal than other workers, and some nonworkers, if they have
spouses, get a better deal than some other workers.

Some young workers worry that they may be on the losing end
of Social Security benefits, if benefits are cut for future retirees.
Understanding how Social Security treats people differently | think
will help this Task Force move ahead with solutions that are going
to be equitable and fair.

[The prepared statement of Chairman Smith follows:]

PREPARED STATEMENT OF HON. NICK SMITH, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF MICHIGAN

Today’s Social Security system has winners and losers. All workers pay the same
payroll tax and all retirees receive a benefit based on the same payroll calculation—
but some workers get a better deal than others.

As a group, married women get higher benefits compared to the payroll contribu-
tions they make because they are eligible for a spousal benefit based on their hus-
bands’ wages. In addition, women live longer than men, and the Social Security re-
tirement benefit elderly widows receive is the only income that many of them have.
Although women pay 38 percent of all Social Security payroll taxes, they receive 53
percent of the Social Security benefits. Our reforms should recognize the special sta-
tus that Social Security has given women in the past.

Some young workers worry that they may be on the losing end of Social Security
if benefits are cut for future retirees. The Social Security actuaries tell us that the
system’s cash outflow will exceed receipts in just 15 years. Generation X is asking
us to make reforms that increase the rate of return they receive on the tax pay-
ments they make to support the system.

Understanding how Social Security treats people differently will help us design
a future program to give the best deal to everybody.

Chairman SmitH. We would ask each of the witnesses to make
a 5-minute presentation, and your printed testimony will be in-
cluded in the record. We will make sure that there is ample time
for anything that didn't come out in the 5 minutes through the
questions. What we do here in Washington sometimes is, we react
to questions based on the message we want to convey.

So Dr. Kotlikoff.
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STATEMENT OF LAURENCE J. KOTLIKOFF, PROFESSOR OF EC-
ONOMICS, BOSTON UNIVERSITY, AND RESEARCH ASSOCI-
ATE, THE NATIONAL BUREAU OF ECONOMIC RESEARCH

Mr. KoTLIkoFF. Chairman Smith and other distinguished mem-
bers of the House Budget Committee’s Task Force on Social Secu-
rity, 1 am honored by this opportunity to discuss with you Social
Security’'s treatment of postwar Americans and the system’s con-
tribution to the overall imbalance across generations in U.S. fiscal
policy.

I have in my testimony two sets of findings. One is from a study
that | did with a number of coauthors on Social Security’s treat-
ment of different groups in society born since 1945. The study com-
pares women and men, whites and nonwhites, college-educated and
noncollege-educated. It also looks, for each of these groups, within
lifetime earnings categories. The study was based on a micro sim-
ulation analysis in which we start with a representative sample of
the population and use statistical and econometric functions to
grow the sample demographically and economically through time—
to marry them, divorce them, put them in the work force, unemploy
them, have them have children, kill them, etc. One needs to do this
kind of analysis in order to really assess Social Security, because
Social Security is, in large part, an insurance system where how
well you fare depends on your particular outcome.

In the study we pool together the experiences of large groups
who fall within these categories and average their outcomes to-
gether to get an actuarial assessment of how they are being treat-
ed. The bottom line is this: Social Security (the OASI system) does
not represent a very good deal for postwar Americans. On average,
they are losing 5 cents out of every dollar they earn to the OASI
program.

For the middle class, Social Security’s lifetime net tax is 7 cents
per dollar earned. Measured in absolute dollars, the rich are the
biggest losers. On average, the lifetime poor are being treated bet-
ter than the middle class, women are being treated better than
men, whites are being treated better than nonwhites, and the col-
lege-educated are being treated better than the noncollege-edu-
cated. These differences are not gigantic, but nor are they trivial.

Another way to assess Social Security’'s treatment of postwar
Americans is in terms of the rate of return it pays on its contribu-
tions. The rate of return that postwar generations can expect is
roughly 1.9 percent on their contributions. We are thus considering
a system which is yielding a real rate of return that is less than
half of the rate of return you could receive today, if you bought in-
flation-indexed U.S. Government bonds. Those groups that do bet-
ter than others with respect to facing lower lifetime net tax rates
also earn somewhat higher rates of return than others. There are
tables in the testimony that document these results.

The problem, however, with Social Security is not just that it has
been providing postwar Americans with an overall bad deal, de-
spite some of the good things that it does in terms of forcing people
to save and reducing their risks of certain kinds of outcomes. The
problem is that Social Security’'s generally bad actuarial deal is
likely to get lots worse because this is a system which, as you well
know, is not going to be able to pay for itself through time.
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According to the actuaries at Social Security, to pay for Social Se-
curity on an ongoing basis, not just for 75 years, but on an ongoing
basis, we need an immediate and permanent 4 percentage point
hike in the current 12.4 percentage point OASDI tax rate. This
huge requisite tax hike is estimated based on the actuaries’ inter-
mediate assumptions. | believe that the intermediate assumptions
are overly optimistic. A number of academic demographers and
economists feel that way as well, especially on the issue of life
span.

So we are talking about a system which is, in present-value
terms, broke and needs a major fix. But the testimony points out,
and | will just close here, that Social Security is part of a larger
set of generational imbalances that are measured through this new
system of analysis which is called Generational Accounting. Table
6 shows the alternative policy adjustments needed in order to
achieve generational balance, a situation in which future genera-
tions pay the same share as current generations of their lifetime
labor income in taxes net of transfer payments received.

If we were to raise income tax rates to make sure that our chil-
dren pay the same tax rates on net as we do, we'd need an imme-
diate and permanent 24 percent increase in income tax rates. This
finding comes from a study that was done last spring by the CBO
and the Federal Reserve. Although the country’s current fiscal situ-
ation seems better now than it was last spring, my sense is that
the generational imbalance in the U.S. is still quite significant and
needs attention immediately to resolve.

[The prepared statement of Mr. Kotlikoff follows:]

PREPARED STATEMENT OF LAURENCE J. KOTLIKOFF, PROFESSOR OF EcoNowMmics, Bos-
TON UNIVERSITY; RESEARCH ASSOCIATE, THE NATIONAL BUREAU OF EcoNomiIc RE-
SEARCH

Chairman Smith and other distinguished members of the House Budget Commit-
tee’s Task Force on Social Security,

I'm honored by this opportunity to discuss with you Social Security's treatment
of postwar Americans and its contribution the imbalance in generational policy.

SOCIAL SECURITY'S TREATMENT OF POSTWAR AMERICANS

I've recently coauthored an extensive analysis of this treatment using a micro
simulation model that takes into account the entire panoply of OASI benefits.2 The
study finds that Americans born in the postwar period will, under current law, lose
roughly 5 cents of every dollar they earn to the OASI program in taxes net of bene-
fits. Measured as a proportion of their lifetime labor incomes, the middle class are
the biggest losers, surrendering about 7 cents per dollar earned. But measured in
absolute dollars, the rich lose the most.

Out of every dollar that postwar Americans contribute to the OASI system, 67
cents represent a pure tax. The system treats women better than men, whites better
than non-whites, and the college-educated better than the non-college educated.

While the system has been partially effective in pooling risk across households,
it offers postwar cohorts internal rates of return on their contributions that are
quite low—1.86 percent. This is half the real rate currently being paid on inflation-
indexed long-term U.S. Government bonds.

This assessment of the system’s treatment of postwar Americans, which is de-
tailed in Tables 1 through 3, assumes current law will prevail in future years. But,
as you well know, Social Security faces a major long-term funding crisis. An in-
crease of two-fifths in the system’s tax rate is needed to meet benefit payments on
an ongoing basis. The magnitude of this tax adjustment is more than twice as large

1See Caldwell, Steven B., Melissa Favreault, Alla Gantman, Jagadeesh Gokhale, Thomas
Johnson, and Laurence J. Kotlikoff, “Social Security’s Treatment of Postwar Americans,” forth-
coming, Tax Policy and the Economy, NBER volume, Cambridge, Ma.: MIT Press, 1999.
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as the requisite tax hike acknowledged in the Social Security Trustees Report under
the “intermediate” assumptions!

The reason for the discrepancy is that the Trustees Report looks only 75 years
into the future. Although 75 years may appear to be a safe enough projection hori-
zon, Social Security is slated to run major deficits in all years beyond this horizon.
The Trustees Report's use of the 75-year truncated projection period explains, in
part, why Social Security’s finances are again deeply troubled after having been
“fixed” by the Greenspan Commission in 1983. Each year that passes brings another
major deficit year within the 75-year projection window, and 15 years have now
passed since the Commission met.

As painful as a 40 percent tax hike would be, even it could fall short of what is
really needed to sustain Social Security without cutting benefits. The demographic
and economic assumptions comprising the “intermediate” projections appear to be
overly optimistic on at least two counts. First, they assume a slower growth in life
span than the U.S. has experienced in recent decades. Second, they assume higher
future real wage growth than past experience might suggest.

As Tables 4 and 5 confirm, tax increases of two-fifths or greater or comparable
benefit cuts would significantly worsen Social Security’s treatment of postwar Amer-
icans. As a group, Americans born this year would receive only a 1 percent real re-
turn on their OASI contributions.

GENERATIONAL ACCOUNTINGZ2

Unfortunately, Social Security’s unfunded liabilities are only a portion of the
broader set of implicit and explicit fiscal liabilities facing future generations. The
best way | know to understand the overall fiscal burden facing our children is
through generational accounting.3

Generational accounting is a relatively new method of long-term fiscal planning
and analysis. It addresses the following closely related questions. First, how large
a fiscal burden does current policy imply for future generations? Second, is fiscal
policy sustainable without major additional sacrifices on the part of current or fu-
ture generations or major cutbacks in government purchases? Third, what alter-
native policies would suffice to produce generational balance—a situation in which
future generations face the same fiscal burden as do current generations when ad-
justed for growth (when measured as a proportion of their lifetime earnings)?
Fourth, how would different methods of achieving such balance affect the remaining
lifetime fiscal burdens—the generational accounts—of those now alive?

Developed less than a decade ago, generational accounting has spread around the
globe, from New Zealand to Norway. Much of this accounting is being done at the
governmental or multilateral institutional level. The U.S. Federal Reserve, the U.S.
Congressional Budget Office, the U.S. Office of Management and Budget, the Bank
of Japan, the Bank of England, H.M. Treasury, the Bundesbank, the Norwegian
Ministry of Finance, the Bank of Italy, the New Zealand Treasury, the European
Commission4, the International Monetary Fund, and the World Bank have been or
are currently involved, either directly or indirectly, in generational accounting.
Generational accounting has also drawn considerable interest from academic and
government economists.

WHAT IS GENERATIONAL ACCOUNTING?

Generational accounts are defined as the present value of net taxes (taxes paid
minus transfer payments received) that individuals of different age cohorts are ex-
pected, under current policy, to pay over their remaining lifetimes. Adding up the
generational accounts of all currently living generations gives the collective con-
tribution of those now alive toward paying the government’s bills. The government’s
bills refers to the present value of its current and future purchases of goods and
services plus its net debt (its financial liabilities minus its financial and real assets,
including the value its public-sector enterprises). Those bills left unpaid by current

2This section draws on “Generational Accounting Around the World,” a coauthored paper with
Berndt Raffelheuschen forthcoming in the May 1999 American Economic Review.

3See Auerbach, Alan J., Laurence J. Kotlikoff, and Willi Leibfritz, eds., Generational Account-
ing Around the World, Chicago, Illinois: The Chicago University Press, forthcoming 1999.
Auerbach, Alan J., Jagadeesh Gokhale, and Laurence J. Kotlikoff, “Generational Accounts: A
Meaningful Alternative to Deficit Accounting,” in D. Bradford, ed., Tax Policy and the Economy
5, Cambridge, MA: MIT Press, 1991, 55-110.

4The European Commission has an ongoing project to do generational accounting for EU
member nations under the direction of Bernd Raffelhueschen, Professor of Economics at Frei-
burg University.
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generations must be paid by future generations. This is the hard message of the
government’s intertemporal budget constraint—the basic building block of modern
dynamic analyses of fiscal policy.

This budget constraint can be expressed in a simple equation: A+B=C+D, where
D is the government’s net debt, C is the sum of future government purchases, val-
ued to the present, B is the sum of the generational accounts of those now alive,
and A is the sum of the generational accounts of future generations, valued to the
present. Given the size of the government’s bills, C+D, the choice of who will pay
is a zero-sum game; the smaller is B, the net payments of those now alive, the larg-
er is A, the net payments of those yet to be born.

The comparision of the generational accounts of current newborns and the
growth-adjusted accounts of future newborns provides a precise measure of
generational imbalance. The accounts of these two sets of parties are directly com-
parable because they involve net taxes over entire lifetimes. If future generations
face, on a growth-adjusted basis, higher generational accounts than do current
newborns, current policy is not only generationally imbalanced, it's also
unsustainable. The government cannot continue, over time, to collect the same net
taxes (measured as a share of lifetime income) from future generations as it would
collect, under current policy, from current newborns without violating the intertem-
poral budget constraint. The same is true if future generations face a smaller
growth-adjusted lifetime net tax burden than do current newborns. However, in this
case, generational balance and fiscal sustainability can be achieved by reducing the
fiscal burden facing current generations rather than the other way around.

The calculation of generational imbalance is an informative counterfactual, not a
likely policy scenario, because it imposes all requisite fiscal adjustments on those
born in the future. But it delivers a clear message about the need for policy adjust-
ments. Once such a need is established, interest naturally turns to alternative
means of achieving generational balance that do not involve foisting all the adjust-
ment on future generations.

GENERATIONAL ACCOUNTING VERSUS DEFICIT ACCOUNTING

A critical feature of generational accounting is that the size of the fiscal burden
confronting future generations (the term A in A+B=C+D) is invariant to the govern-
ment’s fiscal labeling—how it describes its receipts and payments. The same, unfor-
tunately, is not true of the government'’s official debt. From the perspective of neo-
classical economic theory, neither the government’s official debt nor its change over
time—the deficit—is a well-defined economic concept. Rather these are accounting
constructs whose values are entirely dependent on the choice of fiscal vocabulary
and bear no intrinsic relationship to any aspect of fiscal policy, including
generational policy. In terms of our equation A+B=C+D, different choices of fiscal
labels alter B and D by equal absolute amounts, leaving C and A unchanged.

To see the vacuity of fiscal labels, consider just three out of the infinite set of al-
ternative ways a government could label its taking $100 more measured in present
value in net taxes from a citizen named Nigel. In each case, r is the interest rate,
Nigel's remaining lifetime net-tax payments increase by $100, and there is an addi-
tional net flow of $100 to the government from Nigel this year and no additional
net flows from Nigel to the government next year.

1. “A $100 tax levied this year on Nigel.”

2. “An $800 loan made this year by Nigel to the government less a $700 transfer
payment to Nigel, plus a tax levied next year on Nigel of $800 (1+r), plus a repay-
ment next year to Nigel of $800 (1+r) in principle plus interest.”

3. “A $5,000,000,000 tax paid this year by Nigel, less a $4,000,000,900 loan to
Nigel this year by the government, plus a $4,000,000,900 (1+r) transfer payment
next year to Nigel, plus a repayment next year by Nigel of principle and interest
of $4,000,000,900 (1+r)".

Compared to case 1's language, using the language in the other cases will gen-
erate the following: case 2: a $800 larger deficit, and case 3: a $4,000,000,900 small-
er deficit. Although the government's reported deficit is dramatically different de-
pending on how it labels the additional $100 pounds it gets this year from Nigel,
Nigel's economic circumstances are unchanged. Regardless of which language the
government uses, it's still getting $100 more in present value from Nigel in net
taxes, and Nigel's own economic resources are, in each case, depressed by $100.
Since Nigel's annual cash flows are the same, alternative choices of language have
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no impact on the degree to which he is liquidity constrained in choosing how much
to consume and save.5

Unfortunately, the ability to avoid hard policy decisions by manipulating the re-
ported deficit has not escaped politicians around the world. In the United States in
the 1980's this practice was christened “smoke and mirrors.” It was exemplified by
the government’s decision to first put the Social Security system off budget, when
it was running deficits, and then to put in on budget, when it was running sur-
pluses. In France and Belgium substituting words for deeds was used in selling the
assets of state-owned companies to get enough revenue to fall below Mastrict's defi-
cit limit while maintaining these companies’ major liabilities—their unfunded pen-
sion plans. In Germany, the Bundesbank had to prevent the Federal Government
from revaluing its gold stock to meet Mastrict's deficit limit. These and countless
other examples are symptomatic of a much deeper problem, namely, there are no
economic fundamentals underlying the deficit and its use is an utter charade. This
point is of central importance to you Members of Congress as you consider whether
to spend the so-called “surpluses” currently being projected.

GENERATIONAL IMBALANCES AROUND THE GLOBE

Table 6 indicates the size of the generational imbalance in U.S. fiscal policy and
compares it with that in 21 other countries. It does so by showing four mutually
exclusive ways the 22 countries could achieve generational balance. The alternatives
are cutting government purchases, cutting government transfer payments, increas-
ing all taxes, and increasing income taxes (corporate as well as personal). Each of
these policies is described in terms of the immediate and permanent percentage ad-
justment needed. The magnitudes of these alternative adjustments provide an indi-
rect measure of countries’ generational imbalances.

The four different policies are considered under two definitions of government
purchases and transfer payments. Definition A treats education as a government
purchase and not as a transfer payment. Definition B does the opposite. Because
of space limitations, | focus on definition B.

According to the second column in the table, 13 of the 22 countries need to cut
their non-educational government spending by over one fifth if they want to rely
solely on such cuts to achieve generational balance. This group includes the United
States and Japan and the three most important members of the European Monetary
Union: Germany, France, and Italy. Four of the 13 countries—Austria, Finland,
Spain, and Sweden—need to cut their non-education purchases by more than half,
and two countries—Austria and Finland—need to cut this spending by more than
two thirds!

Bear in mind that generational accounting is comprehensive with respect to in-
cluding regional, state, local, and Federal levels of government. So the cuts being
considered here are equal proportionate cuts in government spending at all levels.
In the U.S., where a large proportion of government spending is done at the state
and local level, achieving generational balance by just cutting Federal spending
would require that spending to be roughly halved. Given U.S. fiscal nomenclature,
this means “running” Federal surpluses that are more than $300 billion larger than
is currently the case.6

Not all countries suffer from generational imbalances. In Ireland, New Zealand,
and Thailand future generations face a smaller fiscal burden, measured on a growth
adjusted basis, than do current ones given the government's current spending pro-
jections. Hence, governments in those countries can spend more over time without
unduly burdening generations yet to come. There are also several countries in the
list, including Canada and the United Kingdom, with zero or moderate generational
imbalances as measured by the spending adjustment needed to achieve perfect bal-
ance. What explains these tremendous cross-country differences? Fiscal policies and

5Moreover, the same set of economic incentives Nigel faces for saving or working are provided
in all four cases. For example, suppose the government imposes an additional marginal tax rate
of t on Nigel's current labor income in order to generate the additional $100 pounds in revenue
measured in present value. In case 1, this would be described as “a tax at rate t on this year's
labor earnings.” In case 2, it would be described as “a marginal subsidy at rate 7t to this year's
labor supply plus a marginal tax on this year’s labor supply at rate 8t(1+r) where the payment
is due next year.” In case 4, it would be described as “a marginal tax of 50t plus a marginal
subsidy at rate 49t to be paid next year.” In each case, the net marginal income from Nigel's
earning an additional pound this year is reduced by t times one pound.

6These figures, by the way, come from Gokhale, Page, and Sturrock (1999)—a joint study of
the Federal Reserve Bank of Cleveland and The Congressional Budget Office (CBO). They incor-
porate the latest CBO projections of Federal Government spending and receipts and, therefore,
of Federal surpluses.
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demographics differ dramatically across countries. The U.S., for example, suffers
from rampant Federal health care spending. Japan’s health care spending is grow-
ing less rapidly, but it's aging much more quickly. The United Kingdom has a policy
of keeping most transfer payments fixed over time in real terms. Germany is deal-
ing with the ongoing costs of reunification.

One alternative to cutting spending is cutting transfer payments. In Japan, edu-
cation, health care, Social Security benefits, unemployment benefits, disability bene-
fits, and all other transfer payments would need to be immediately and permanently
slashed by 25 percent. In the U.S., the figure is 20 percent. In Brazil, it's 18 percent.
In Germany, it's 14 percent. In Italy it's 13 percent.

These and similar figures for other countries represent dramatic cuts and would
be very unpopular. So too would tax increases. If Japan were to rely exclusively on
cross-the-board tax hikes, tax rates at all levels of government (regional, state, local,
and federal) and of all types (value added, payroll, corporate income, personal in-
come, excise, sales, property, estate, and gift) would have to rise overnight by over
15 percent. In Austria and Finland, they'd have to rise by over 18 percent. If these
three countries relied solely on income tax hikes, they had to raise their income tax
rates by over 50 percent! In France and Argentina, where income tax bases are rel-
atively small, income tax rates would have to rise by much larger percentages. The
requisite income tax hikes in the U.S. and Germany are roughly one quarter. In
contrast, Ireland could cut its income tax rates by about 5 percent before it needed
to worry about over burdening future generations.

The longer countries wait to act, the bigger the adjustment needs to be when ac-
tion is finally taken. Take the UK. It needs an immediate permanent 9.5 percent
income-tax hike, if it wants to achieve generational balance through that channel.
But if it waits 5 years, the requisite income tax hike is 11.1 percent. It's 15.2 per-
cent with a 15-year delay, and 21.0 percent with a 25-year delay.

CONCLUSION

Generational Accounting is being done in a large and growing number of countries
around the world. Notwithstanding its shortcomings, generational accounting has
four major advantages over deficit accounting: It's forward looking. It's comprehen-
sive. It poses and answers economic questions. And, its answers are invariant to the
economically arbitrary choice of fiscal vocabulary.

The findings reported here are shocking. An array of countries, including the
United States, Germany, and Japan, have severe generational imbalances.” This is
true notwithstanding the fact that the United States is currently reporting an offi-
cial surplus, that Germany’s reported deficit is within Mastrict limits, and that
Japan has the lowest reported ratio of net debt to GDP of any of the leading indus-
trialized countries. The imbalances in these and the majority of the other countries
considered in Table 6 place future generations at grave risk.

In the case of the U.S., Social Security's long-term financial imbalance appears
to be responsible for between a third and two-fifths of the country’s overall imbal-
ance in generational policy. Hence, fixing Social Security’s long-term financial prob-
lems once and for all should be of the highest priority.

TABLE 1.—AVERAGE LIFETIME OASI NET TAX RATES
[Lifetime Labor Earnings in 1997 Dollars]

120k-  240k-  360k—  480k-  600k—  720k—  840k-  960k—

0120k g0k 30k 480k 600k 720k 840k 060k  Logm  LOBm+  Total

Cohort 45 ... 0.4 55 6.7 6.8 71 71 6.8 5.9 6.0 37 55
Cohort 50 —-23 4.1 55 6.0 6.4 6.7 6.6 6.3 6.2 3.6 4.9
Cohort 55 -09 46 6.0 6.4 6.6 7.2 74 73 6.7 39 5.2
Cohort 60 -01 51 6.4 7.0 71 73 7.6 74 75 39 5.2
Cohort 65 0.1 51 6.3 72 7.0 71 7.6 75 73 44 55
Cohort 70 0.1 48 6.2 6.7 72 72 71 7.8 75 4.3 5.4
Cohort 75 -03 46 6.1 6.7 6.9 7.0 72 74 78 45 54
Cohort 80 ... —-10 45 58 6.6 6.8 72 7.0 7.6 75 4.6 54

7The Congressional Budget Office and the Federal Reserve Bank of Cleveland are in the proc-
ess of revising the U.S. generational accounts in light of recent favorable economic news. The
new results are likely to indicate a smaller generation imbalance. However, CBO’s most recent
baseline budget forecast is based on a very strong and highly questionable assumption, namely
that Federal Government discretionary spending will remain constant in real terms over the
next 10 years. Assuming a more plausible time-path of government spending could well leave
the generational imbalance near the level reported in Table 6.



9

TABLE 1.—AVERAGE LIFETIME OASI NET TAX RATES—Continued
[Lifetime Labor Earnings in 1997 Dollars]

w0 SN G oo o T sk %o roan o8 Towl
Cohort 85 ... -12 41 5.7 6.3 6.7 6.8 7.0 74 7.6 4.4 51
Cohort 90 -12 4.0 55 6.3 6.7 6.8 7.0 6.9 7.6 47 53
Cohort 95 -18 38 5.3 6.1 6.4 6.4 6.7 73 73 49 53
Men 45 47 6.3 72 73 75 73 6.9 6.1 6.6 39 59
Men 50 36 5.4 6.3 6.5 6.7 6.8 7.0 6.5 6.2 37 55
Men 55 4.0 59 6.5 6.9 6.9 75 1.7 79 7.0 4.0 5.6
Men 60 42 6.2 72 73 76 7.6 8.2 1.7 17 39 5.6
Men 65 44 6.1 6.9 75 74 73 7.7 75 74 46 5.9
Men 70 .... 44 6.0 6.9 7.0 75 73 8.0 8.0 79 46 5.9
Men 75 ... 40 58 6.7 7.1 7.2 75 76 8.0 8.1 46 5.9
Men 80 43 53 6.5 7.1 71 74 7.2 78 76 5.0 5.8
Men 85 34 5.1 6.4 6.8 6.9 6.9 74 78 8.1 44 5.4
Men 90 ... 2.8 49 6.1 6.8 6.8 71 7.0 72 79 49 5.7
Men 95 ... 19 46 58 6.2 6.8 6.4 6.9 75 73 5.0 56
Women 45 —06 49 6.0 5.9 6.1 6.1 6.5 52 41 2.7 44
Women 50 —43 33 47 5.3 5.7 6.4 5.6 5.7 6.0 33 38
Women 55 -30 36 53 5.6 6.1 6.4 6.7 6.4 58 37 43
Women 60 -20 4.2 5.7 6.5 6.5 6.9 6.6 7.0 6.9 38 47
Women 65 -18 43 55 6.7 6.5 6.7 73 74 7.0 39 49
Women 70 -20 39 5.6 6.3 6.6 6.9 73 73 6.5 37 46
Women 75 -23 37 55 6.1 6.5 6.1 6.5 6.7 72 42 47
Women 80 -33 38 51 5.9 6.3 6.8 6.8 72 73 39 45
Women 85 -31 34 5.1 5.8 6.3 6.7 6.3 6.7 6.3 42 46
Women 90 ... -29 35 49 5.8 6.5 6.6 7.0 6.3 6.9 45 47
Women 95 ... -33 32 48 6.0 59 6.4 6.5 6.8 74 47 48
White 45 .. 0.3 55 6.6 6.9 71 71 6.9 58 59 37 5.4
White 50 .. —26 4.0 55 6.0 6.3 6.7 6.6 6.3 6.2 36 48
White 55 .. -11 45 59 6.4 6.5 72 74 73 6.6 39 51
White 60 .. -03 5.0 6.3 7.0 71 73 7.7 74 76 39 5.2
White 65 .. -0.2 5.0 6.3 71 7.0 7.0 75 75 75 43 55
White 70 .. -0.2 46 6.1 6.7 72 71 7.7 79 75 44 54
White 75 .. -03 45 6.0 6.7 6.8 6.9 71 74 78 44 5.3
White 80 .. -14 43 58 6.6 6.8 71 7.0 1.7 75 45 5.2
White 85 .. -15 39 55 6.2 6.7 6.9 6.9 74 74 43 5.0
White 90 .. -20 38 53 6.3 6.8 6.8 7.0 7.1 76 47 5.3
White 95 .. -22 34 5.1 6.0 6.3 6.3 6.6 7.2 73 48 5.2
Nonwhite 4 13 53 7.0 6.4 74 6.4 6.2 6.6 7.0 38 58
Nonwhite 50 -03 48 59 6.0 6.9 7.0 6.4 6.5 6.3 41 54
Nonwhite 55 ... 0.2 5.3 6.5 6.2 7.1 72 7.7 76 79 43 5.6
Nonwhite 60 .... 13 5.8 7.0 7.0 74 75 6.5 8.1 6.9 35 51
Nonwhite 65 1.9 5.7 6.1 72 74 73 8.1 74 53 48 5.8
Nonwhite 70 1.7 5.4 6.6 6.7 7.1 74 78 74 74 40 5.4
Nonwhite 75 -0.7 51 6.5 6.9 73 72 78 7.7 8.0 49 5.9
Nonwhite 80 0.7 51 59 6.7 6.7 74 73 73 79 55 6.0
Nonwhite 85 -0.1 5.1 6.3 6.8 6.5 6.6 73 71 8.3 47 55
Nonwhite 90 .... 13 51 6.0 6.4 6.2 6.9 73 6.1 76 47 5.5
Nonwhite 95 .... —05 5.0 6.0 6.5 6.9 6.9 7.0 7.6 76 55 5.9
Noncollege 45 . 0.6 5.7 6.9 7.0 7.2 6.8 6.8 5.7 6.4 38 5.7
Noncollege 50 . —20 44 5.7 6.2 6.5 6.8 6.5 6.5 6.1 40 5.1
Noncollege 55 . —04 47 6.0 6.4 6.5 74 76 73 7.0 42 54
Noncollege 60 . 0.3 5.3 6.6 6.8 72 75 7.6 78 7.9 4.2 5.6
Noncollege 65 . 05 5.2 6.4 73 7.0 72 7.7 78 7.6 47 5.8
Noncollege 70 . 0.3 5.0 6.5 6.9 72 72 75 8.0 74 47 5.7
Noncollege 75 . 03 48 6.2 6.5 7.0 73 72 7.7 8.0 48 5.7
Noncollege 80 . —-04 48 6.0 6.4 7.0 7.0 6.9 76 79 5.0 5.6
Noncollege 85 . -09 45 59 6.3 6.8 6.9 7.0 75 74 46 5.3
Noncollege 90 —05 42 55 6.4 6.9 6.9 71 6.9 78 5.2 5.6
Noncollege 95 . -0.9 39 5.4 6.2 6.7 6.8 71 7.6 73 5.6 5.7
College 45 ... -0.2 47 6.1 6.5 71 74 6.9 6.1 55 36 5.1
College 50 -30 35 5.2 5.6 6.3 6.6 6.7 6.2 6.3 33 46
College 55 -22 42 5.9 6.4 6.7 6.8 71 73 6.2 36 48
College 60 ... -1.0 438 6.1 72 71 71 76 7.0 71 36 48
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TABLE 1.—AVERAGE LIFETIME OASI NET TAX RATES—Continued
[Lifetime Labor Earnings in 1997 Dollars]

-
College 65 ... —0.6 5.0 6.1 6.9 7.0 6.9 74 6.8 6.9 41 5.2
College 70 -03 45 5.9 6.4 71 7.1 7.9 1.7 7.6 41 5.1
College 75 —14 43 6.0 6.9 6.8 6.8 7.2 7.2 7.1 43 5.2
College 80 -18 41 5.7 6.9 6.6 7.3 7.1 7.6 12 44 5.1
College 85 —-18 3.6 54 6.3 6.5 6.8 7.0 73 78 42 5.0
College 90 —26 38 55 6.2 6.5 6.8 7.0 6.8 74 44 5.1
College 95 ... —34 35 5.3 5.9 6.1 6.0 6.4 7.0 74 46 5.0
TABLE 2.—LIFETIME SOCIAL SECURITY BENEFITS AS A SHARE OF
LIFETIME SOCIAL SECURITY TAXES
[Lifetime Labor Earnings in 1997 Dollars]
G S G ek a0 T sk s legn Lo+ Toa
Cohort 45 ... 5328 67.05 7061 7371 7572 7688 7534 7760 77.20 67.59
Cohort 50 46.35 61.26 67.68 7062 7454 76.04 7679 7760  76.09 64.58
Cohort 55 4831 6248 6729 7036 7523 77.78 77.98 7833 7805 67.03
Cohort 60 5124 6352 7026 7137 7361 7741 7873 79.98 7864 6847
Cohort 65 4997 6127 69.79 7099 7295 7464 7555 79.69  80.18 68.63
Cohort 70 46.66 6048 6649 7057 7181 7541 79.06 7797  79.79 67.94
Cohort 75 4508 59.98 66.39 6840 7007 7359 7461 7897 7949 67.35
Cohort 80 ... 4424 5780 6520 67.69 7057 7054 7524 77.74 7943 6747
Cohort 85 ... 4098 5536 6182 6603 6879 69.75 7432 7709 7842 66.04
Cohort 90 3959 5443 6228 6635 6866 70.75 7162 7537 77.61 6583
Cohort 95 37.01 5267 59.67 6404 6427 6729 7166 7478 78.88 66.19
Men 45 ... 6452 7291 7438 7626 7725 7826 7727 79.79 7888 7555
Men 50 ... 60.11 68.09 7181 7325 7640 7836 7858 7847 7735 7341
Men 55 60.71 6815 7179 7259 7761 8032 80.63 7943  79.09 7447
Men 60 62.40 69.39 7347 7407 7566 80.79 8137 8098 7942 75.16
Men 65 59.83 6820 7294 7466 7539 7520 76,51 80.69 8151 75.16
Men 70 57.88 6642 69.87 7343 7320 7711 80.16 7931 8091 7442
Men 75 5547 66.30 69.74 7084 7375 7665 7830 8053 80.74 74.06
Men 80 5342 6366 69.60 7056 7349 7150 7642 7838  80.65 73.78
Men 85 50.42 62.03 6593 6860 7018 7325 7636 7956 79.29 7243
Men 90 4771 60.74 6678 67.32 7064 70.66 7357 7643 7843 7139
Men 95 ... 4474 5740 6057 67.64 6490 6821 7205 7481 7940 70.84
Women 45 46.40 59.63 6272 6680 6841 7156 6899 6815 69.04 5173
Women 50 ... 36.76 5337 60.08 6438 7005 69.71 70.60 7527 7190 48.64
Women 55 39.12 5587 6042 6646 6948 7178 7350 7542 7524 54.80
Women 60 4228 56.96 6564 67.16 7062 7168 7470 77.08 76.74 5833
Women 65 ... 4211 5368 6539 6555 6854 7365 7414 7712 7640 5823
Women 70 ... 37.78 5454 6168 6597 6938 7232 7650 7462 77.08 57.67
Women 75 36.71 5404 6130 6402 6412 6867 69.65 7480 7652 56.98
Women 80 3691 5044 5881 6370 6674 69.17 7242 7614 7621 56.95
Women 85 3372 4990 5700 6256 6656 64.07 70.68 70.75 76.31 56.26
Women 90 3394 4830 5710 6496 6612 7095 6801 7294 7576 5731
Women 95 3131 47.67 5851 5941 6319 6587 70.64 7472 77.63 58.60
White 45 5313 66.23 7095 7358 7624 7688 7498 7683 77.38 67.50
White 50 .. 4514 60.65 67.78 7041 7464 7599 76.97 7788 7594 64.29
White 55 .. 4729 6194 6743 6979 7518 77.66 77.34 7795 7831 66.99
White 60 .. 50.26 62.64 7003 7155 7368 77.61 7846 8029 78.61 6834
White 65 .. 4855 6165 69.86 7123 7253 7445 7569 80.66 80.27 68.77
White 70 .. 4526 59.79 66.13 70.58 7151 7584 7987 7745 8012 67.95
White 75 .. 4405 5957 6613 6792 7011 7294 7421 7861 7982 67.35
White 80 .. 4306 57.36 6493 67.70 7047 70.60 7484 7832 79.40 67.40
White 85 .. 3877 5410 61.06 66.07 6867 6946 7468 76.68 78.68 65.95
White 90 .. X 3696 5310 6165 6687 6813 70.18 7197 7504 7740 6559
White 95 .. —21.39 3328 5053 5836 6296 6345 6703 7157 7411 7848 6558
Nonwhite 45 1372 5441 7240 6873 7474 69.83 7680 7840 8303 7474 6836
Nonwhite 50 ... —3.94 5360 6467 6712 7195 73.68 7633 7526 7566 7754 6659
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TABLE 2.—LIFETIME SOCIAL SECURITY BENEFITS AS A SHARE OF
LIFETIME SOCIAL SECURITY TAXES—Continued
[Lifetime Labor Earnings in 1997 Dollars]

120k-  240k-  360k—  480k-  600k—  720k—  840k-  960k—

0-120k  op0x  ‘sgok 480k 600k 720k 840k 960k  1ogm  -O8m+  Total
Nonwhite 55 ... 5460 65.80 6633 73.71 7564 79.03 84.84 8259 7541 67.33
Nonwhite 60 57.34 68.66 7164 70.27 73.08 7568 80.86 76.90 78.83 69.37
Nonwhite 65 56.51 5955 69.42 69.39 7543 7606 74.64 69.28 7953 67.77
Nonwhite 70 5247 6342 6870 70.51 74.00 7330 7284 80.71 7782 67.92
Nonwhite 75 49.04 6222 6761 7031 69.85 7690 76.53 80.23 7763 67.39
Nonwhite 80 4941 5986 6652 67.65 71.05 7030 77.05 75.84 79.61 67.82
Nonwhite 85 ... 50.00 6094 6570 65.86 69.32 7110 7217 79.03 76.89 66.48
Nonwhite 90 .... 4915 59.38 6535 63.90 7038 7312 7028 77.13 7891 66.93
Nonwhite 95 4821 5991 6450 6743 67.70 6824 7212 78.05 80.71 68.65

Noncollege 45 .
Noncollege 50 .
Noncollege 55 .
Noncollege 60 .
Noncollege 65 .
Noncollege 70 .
Noncollege 75 .
Noncollege 80 .
Noncollege 85 .
Noncollege 90 .
Noncollege 95 .

55.97 6832 7198 7380 7490 7655 7451 79.60 7615 66.91
4872 6225 6882 7136 7419 7564 7749 7861 76.68 63.79
4996 6251 6698 6963 76.85 7878 77.81 79.76 7856 66.41
. 5302 6574 7013 7197 7426 7640 79.92 8237 7911 68.09

474 5049 6192 7115 7054 7341 7549 7693 8062 8074 6823

312 4840 6288 6833 7092 7182 7364 8033 7796 79.67 66.97

303 4740 6077 6572 6945 7218 7382 7525 79.22 80.96 66.98
—4.33 4666 5938 6492 6960 69.13 7149 7445 7855 80.10 66.45
—861 4436 5780 6214 6730 6895 7001 7443 7583 7892 6509
—456 4100 5462 6323 66.67 69.00 7259 7348 7526 77.34 64.69
—871 3865 5297 6195 6704 66.61 6968 7227 7579 7971 6559

College 45 ... —156 4580 6313 6765 7351 76.61 7735 7638 7440 7818 68.76
College 50 ... —34.74 4043 59.09 6523 6949 7513 7652 7591 7647 7548 6584
College 55 ... —2364 4481 6243 6786 7166 7311 7622 7826 7607 7750 68.00
College 60 —1029 4818 59.28 7048 7054 7276 7921 77.07 7674 7823 68.97
College 65 —6.10 49.09 60.19 6788 7157 7232 7357 7293 7832 79.67 69.16
College 70 ... —258 4411 5727 6435 7011 7180 7707 7799 7799  79.88 68.93
College 75 ... —1428 4174 5905 6717 6713 6845 7337 7393 7873 7835 67.73
College 80 —17.13 4094 5597 6551 6559 7225 69.64 7599 7694 7899 6840
College 85 —1789 3644 5220 6143 6475 68.65 6955 7425 7831 7805 66.92
College 90 —2519 3764 5419 6120 6598 6833 6921 69.66 7549 7781 66.92
College 95 ... —3441 3460 5225 5744 6078 6176 6489 7116 7366 7832 66.74

TABLE 3.—AVERAGE LIFETIME OASI NET TAX RATES ASSUMING A 38-PERCENT TAX RATE
INCREASE BEGINNING IN 1999

[Lifetime Labor Earnings in 1997 Dollars]

120k-  240k-  360k—  480k-  600k—  720k—  840k-  960k—

240k 30k 480k 600k 720k 840k 960k  Logm  LOBm*  Total

Cohort 45 ... 0.7 58 7.0 72 75 75 72 6.3 6.4 39 58

Cohort 50 ... —18 4.6 6.1 6.6 7.0 73 73 7.0 6.8 4.0 5.4
Cohort 55 -01 5.4 6.9 73 76 8.1 8.4 83 7.6 45 5.9
Cohort 60 11 6.3 7.8 8.4 85 8.8 9.1 8.8 9.0 4.6 6.3
Cohort 65 18 6.9 8.2 9.1 9.0 9.0 9.7 95 9.2 55 71
Cohort 70 24 73 9.0 9.3 9.9 99 106 106 102 5.7 75
Cohort 75 2.8 7.9 95 101 104 104 105 108 113 6.4 8.1
Cohort 80 2.9 8.3 97 105 106 11.0 108 114 112 6.8 8.4
Cohort 85 2.6 7.9 95 102 105 106 108 111 113 6.5 8.0
Cohort 90 2.6 7.9 93 102 105 106 108 105 114 71 8.4
Cohort 95 2.0 76 92 100 102 102 105 111 110 73 8.4
Men 45 ... 52 6.6 75 7.6 79 77 73 6.5 7.1 4.2 6.3
Men 50 .... 43 6.0 6.9 71 73 75 71 72 6.9 41 6.0
Men 55 5.0 7.0 75 8.0 8.0 85 8.8 9.0 8.0 4.6 6.4
Men 60 5.7 76 8.7 8.8 9.1 9.2 9.8 9.2 9.3 4.6 6.7
Men 65 .... 6.3 8.2 9.1 9.6 95 93 100 9.6 9.4 5.7 75
Men 70 .... 7.0 8.8 9.8 97 104 102 109 109 108 6.1 8.1
Men 75 73 93 101 107 106 111 111 115 116 6.6 8.6
Men 80 8.2 91 103 110 109 112 110 116 113 73 8.8
Men 85 72 88 103 107 107 106 113 116 120 6.6 8.3

Men 90 .... 6.7 8.7 99 107 107 108 108 109 118 7.2 8.7
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TABLE 3.—AVERAGE LIFETIME OASI NET TAX RATES ASSUMING A 38-PERCENT TAX RATE
INCREASE BEGINNING IN 1999—Continued

[Lifetime Labor Earnings in 1997 Dollars]

120k—

240k—

360k—

480k—

600k—

720k—

1o G Ao T Boe o o oo ioan  loeme  Toml
Men 95 .... 57 85 97 100 106 102 107 114 110 74 86
Women 45 —-0.3 5.2 6.3 6.3 6.6 6.5 6.9 5.6 45 2.9 4.8
Women 50 ... —38 3.7 52 5.8 6.3 7.0 6.3 6.3 6.6 3.7 4.3
Women 55 —22 44 62 64 69 73 76 13 67 43 51
Women 60 ... —09 53 68 77 77 82 79 83 82 45 57
Women 65 ... —0.2 5.9 73 8.5 8.2 85 9.2 9.3 8.7 49 6.4
Women 70 0.2 6.2 8.1 8.7 9.1 9.4 9.9 9.9 8.9 49 6.6
Women 75 0.7 6.9 8.8 9.3 10.0 9.4 9.7 10.0 104 6.0 7.4
Women 80 05 7.6 8.8 9.7 10.1 10.7 105 109 109 5.8 7.5
Women 85 ... 08 72 89 96 102 106 100 103 97 62 17
Women 90 ... 09 73 88 96 103 103 107 99 105 67 79
Women 95 0.6 7.0 8.6 9.9 9.7 10.2 10.2 105 111 7.0 8.0
White 45 . 0.6 5.8 6.9 7.3 7.5 75 7.3 6.2 6.3 3.9 5.7
White 50 .. . —-20 45 6.0 6.6 6.9 7.3 7.3 7.0 6.8 4.0 5.4
White 55 .. —02 53 68 73 75 81 84 83 15 44 59
White 60 .. 09 6.2 1.7 8.4 8.5 8.7 9.2 8.8 9.1 4.6 6.3
White 65 .. 15 68 82 91 89 90 96 95 94 54 70
White 70 .. 2.1 7.2 8.8 9.3 9.9 9.9 105 10.7 10.2 5.8 7.5
White 75 .. 2.8 7.8 9.4 10.1 103 10.3 104 10.8 113 6.3 8.0
White 80 .. 25 81 97 105 106 109 107 115 110 67 82
White 85 .. 2.3 1.7 9.4 10.1 105 10.7 10.7 112 111 6.4 7.9
White 90 .. 18 76 92 102 107 106 107 109 114 71 83
White 95 .. 17 72 90 99 100 100 104 110 110 72 82
Nonwhite 45 15 5.6 73 6.8 1.7 6.8 6.6 6.9 7.4 4.0 6.1
Nonwhite 50 .... 0.0 5.3 6.5 6.6 7.6 7.6 7.0 7.2 6.9 4.4 5.9
Nonwhite 55 09 6.1 7.4 7.2 8.1 8.3 8.8 8.6 8.9 49 6.5
Nonwhite 60 25 70 84 83 89 90 78 96 83 41 62
Nonwhite 65 3.6 7.6 8.1 9.3 9.6 9.2 10.3 9.4 7.0 5.9 75
Nonwhite 70 ... 40 81 95 92 98 101 106 102 101 54 75
Nonwhite 75 ... 27 86 99 105 109 107 113 112 114 71 89
Nonwhite 80 47 90 97 105 105 113 112 109 118 81 94
Nonwhite 85 ... 38 89 102 108 103 103 111 108 122 69 87
Nonwhite 90 .... 5.2 9.0 9.9 10.1 9.9 10.6 11.0 9.4 114 7.0 8.6
Nonwhite 95 33 89 99 103 107 107 108 116 113 81 92
Noncollege 45 . 09 60 72 73 75 72 12 61 68 41 60
Noncollege 50 . —-15 49 6.3 6.8 71 74 72 71 6.7 44 5.7
Noncollege 55 . 05 5.6 6.9 7.3 75 8.4 8.7 8.3 8.0 48 6.2
Noncollege 60 . 1.6 6.6 8.0 8.2 8.5 9.0 9.1 9.2 9.3 5.0 6.8
Noncollege 65 . 22 71 84 93 90 92 98 99 95 58 75
Noncollege 70 . 2.7 7.6 9.2 9.6 9.9 10.0 10.3 10.8 10.1 6.2 7.9
Noncollege 75 . 35 82 96 99 105 107 105 112 115 68 85
Noncollege 80 . 34 86 98 102 107 108 106 115 117 74 88
Noncollege 85 . 3.0 8.3 9.7 10.2 10.6 10.6 10.8 113 111 6.8 8.4
Noncollege 90 . 33 8.1 9.3 10.3 10.8 10.7 10.8 105 117 7.8 8.9
Noncollege 95 . 3.0 7.8 9.2 10.1 10.4 10.7 109 116 109 8.2 9.0
College 45 01 50 64 68 74 78 73 65 59 38 54
College 50 ... —-25 3.9 5.7 6.2 6.9 7.2 7.3 6.8 6.9 3.7 51
College 55 -14 51 68 73 77 78 81 82 11 42 55
College 60 0.0 5.9 7.4 8.6 8.5 85 9.0 8.4 8.5 4.2 5.8
College 65 1.0 6.7 8.0 8.8 8.9 8.7 95 8.8 8.7 52 6.6
College 70 20 70 86 90 99 98 108 105 103 54 71
College 75 15 7.6 9.3 104 10.3 10.1 10.6 104 111 6.1 7.8
College 80 21 79 95 109 104 112 110 114 108 65 80
College 85 ... 20 74 9.3 10.2 10.3 10.6 10.8 11.0 115 6.3 7.8
College 90 ... 13 1.7 9.3 10.0 10.2 10.6 10.8 10.6 111 6.6 7.9
College 95 ... 0.3 7.3 9.1 9.8 9.9 9.6 10.1 10.8 112 6.8 7.8
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TABLE 4.—AVERAGE LIFETIME OASI NET TAX RATES ASSUMING A 25-PERCENT REDUCTION IN
SOCIAL SECURITY BENEFITS BEGINNING IN 1999
[Lifetime Labor Earnings in 1997 Dollars]

120k—

240k

360k—

480k—

600k—

720k—

0120k 4ok 380k 480k 600k 720k 840k  Op0k  Logm  LOBm+  Total
Cohort 45 ... 31 6.7 75 7.6 7.8 1.7 74 6.4 6.5 3.9 6.1
Cohort 50 0.4 53 6.4 6.8 7.1 7.3 7.1 6.8 6.6 3.9 5.6
Cohort 55 ... 16 5.8 6.9 72 73 78 8.0 7.8 71 4.2 5.8
Cohort 60 .... 2.4 6.3 7.4 11 79 8.0 8.1 8.0 8.0 4.1 5.8
Cohort 65 2.1 6.4 7.3 79 1.7 1.7 8.2 8.1 7.8 4.6 6.2
Cohort 70 2.6 6.2 7.3 75 79 79 8.4 8.3 8.0 4.6 6.0
Cohort 75 ... 2.3 6.0 7.1 7.6 7.8 7.7 7.8 8.1 8.4 4.8 6.1
Cohort 80 ... 19 5.9 6.9 7.6 7.6 7.9 7.8 8.2 8.1 4.9 6.0
Cohort 85 16 5.6 6.8 7.3 75 7.6 7.8 8.0 8.2 4.7 5.8
Cohort 90 16 5.6 6.7 7.3 7.6 7.6 7.8 7.6 8.2 51 6.0
Cohort 95 12 54 6.6 7.2 7.3 73 75 8.0 7.9 53 6.0
Men 45 6.2 7.2 79 7.9 8.1 79 74 6.6 71 42 6.4
Men 50 49 6.3 7.1 7.1 7.3 7.4 7.5 7.0 6.7 4.0 6.0
Men 55 54 6.9 73 7.6 7.6 8.1 8.2 8.4 75 43 6.1
Men 60 5.7 7.2 8.0 8.0 8.3 8.2 8.7 8.2 8.2 41 6.0
Men 65 59 72 7.8 8.2 8.0 7.9 8.4 8.1 7.9 4.8 6.4
Men 70 5.8 71 7.8 1.1 8.2 8.0 8.6 85 85 4.9 6.4
Men 75 ... 55 6.9 7.6 79 79 8.2 8.2 8.6 8.6 49 6.4
Men 80 .... 5.8 6.5 74 8.0 79 8.1 7.9 84 8.2 53 6.4
Men 85 51 6.3 7.4 1.7 1.7 76 8.1 8.4 8.7 4.7 6.0
Men 90 4.7 6.2 7.1 1.7 1.7 78 7.8 7.9 85 5.2 6.2
Men 95 .... 39 6.0 7.0 7.2 7.6 7.3 7.7 8.2 7.9 54 6.2
Women 45 ... 24 6.3 7.0 6.8 6.9 6.8 7.1 58 46 3.0 55
Women 50 —11 4.6 58 6.2 6.5 71 6.2 6.3 6.6 3.6 4.8
Women 55 0.1 51 6.4 6.5 6.9 71 74 6.9 6.3 4.0 5.2
Women 60 ... 1.0 5.7 6.8 7.3 7.3 7.6 7.2 7.6 75 4.0 55
Women 65 ... 13 5.8 6.8 7.6 7.3 75 8.0 8.1 75 42 5.8
Women 70 1.0 55 6.8 73 75 7.6 8.0 79 71 4.0 55
Women 75 0.9 53 6.7 7.1 75 7.0 7.3 75 78 45 5.6
Women 80 0.1 5.4 6.3 7.0 73 1.7 7.6 79 79 4.2 5.4
Women 85 0.2 51 6.4 6.9 7.3 76 7.2 7.4 7.0 45 55
Women 90 0.4 5.2 6.2 6.9 7.4 7.4 1.7 71 7.6 48 5.6
Women 95 0.1 49 6.1 7.1 7.0 73 73 7.6 8.0 5.1 5.7
White 45 .. 31 6.7 75 7.6 7.8 7.7 74 6.3 6.4 3.9 6.1
White 50 .. 0.3 52 6.4 6.8 7.0 7.2 7.2 6.8 6.6 3.9 55
White 55 .. 15 57 6.8 72 7.3 7.8 7.9 7.8 7.0 42 5.7
White 60 .. 22 6.3 7.3 1.7 7.8 8.0 83 7.9 8.1 4.2 5.9
White 65 .. 2.4 6.3 7.3 7.9 1.7 7.7 8.2 8.1 8.0 4.6 6.1
White 70 .. 2.4 6.1 7.2 75 7.9 7.9 8.3 8.4 8.0 46 6.0
White 75 .. 2.3 59 71 75 11 1.7 1.7 8.0 8.3 4.7 6.0
White 80 .. 1.6 5.8 6.9 7.6 7.6 79 1.7 8.3 8.0 4.8 5.9
White 85 .. 14 5.4 6.7 7.3 7.6 1.7 1.7 8.0 8.0 4.6 5.7
White 90 .. 1.0 54 6.6 7.3 7.7 7.6 7.7 7.8 8.2 51 6.0
White 95 .. 0.9 5.0 6.4 7.1 7.2 7.2 75 7.9 7.9 52 5.9
Nonwhite 45 35 6.5 1.7 72 8.0 7.1 6.6 7.0 7.4 4.1 6.5
Nonwhite 50 17 59 6.7 6.7 7.6 7.6 6.9 7.0 6.8 43 6.1
Nonwhite 55 2.3 6.4 7.3 7.0 7.8 7.8 8.2 7.9 8.3 4.6 6.3
Nonwhite 60 35 6.9 7.9 7.7 8.2 8.2 7.0 8.6 74 3.7 5.7
Nonwhite 65 39 6.8 7.2 8.0 8.2 7.9 8.7 8.0 5.9 51 6.5
Nonwhite 70 38 6.6 7.6 75 7.8 8.1 85 8.1 7.9 43 6.1
Nonwhite 75 21 6.5 7.5 78 8.1 8.0 8.4 83 8.5 53 6.6
Nonwhite 80 .... 3.2 6.4 7.0 7.6 76 8.1 8.0 79 85 5.9 6.7
Nonwhite 85 ... 25 6.3 73 1.7 74 7.4 8.0 1.7 8.8 5.0 6.2
Nonwhite 90 3.6 6.4 7.1 73 7.1 7.6 7.9 6.8 8.2 5.0 6.2
Nonwhite 95 2.2 6.3 71 74 7.7 7.7 7.8 8.4 8.2 5.8 6.6
Noncollege 45 . 32 6.9 77 77 78 74 73 6.2 6.8 41 6.4
Noncollege 50 0.6 5.6 6.6 7.0 71 74 71 7.0 6.5 43 5.9
Noncollege 55 . 2.0 59 6.9 12 73 8.0 8.1 7.8 1.4 45 6.1
Noncollege 60 . 2.7 6.5 7.5 7.6 7.9 8.1 8.2 8.3 8.3 45 6.3
Noncollege 65 . 29 6.5 74 8.1 78 7.9 8.3 8.4 8.1 49 6.5
Noncollege 70 2.8 6.3 75 1.7 8.0 8.0 8.2 8.5 8.0 5.0 6.4
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TABLE 4.—AVERAGE LIFETIME OASI NET TAX RATES ASSUMING A 25-PERCENT REDUCTION IN
SOCIAL SECURITY BENEFITS BEGINNING IN 1999—Continued
[Lifetime Labor Earnings in 1997 Dollars]

120k—

240k

360k—

480k—

600k—

720k—

840k—

0120k gk a0k 480k 600K 720k 840k 960k  1ogm  -O8m*  Total
Noncollege 75 . 2.8 6.2 72 74 7.8 8.0 7.8 8.4 85 5.1 6.4
Noncollege 80 . 2.3 6.1 71 73 78 7.8 7.6 8.3 8.4 53 6.4
Noncollege 85 . 1.9 5.9 7.0 73 7.6 7.7 7.8 8.1 8.0 4.9 6.0
Noncollege 90 . 22 5.7 6.7 74 78 7.7 7.8 7.6 8.4 5.6 6.4
Noncollege 95 . 19 55 6.6 7.2 75 7.7 7.8 8.3 7.8 59 6.5
College 45 ... 2.8 6.1 7.0 7.3 7.7 8.0 74 6.6 6.0 38 57
College 50 ... -0.1 48 6.1 6.4 7.0 7.1 72 6.7 6.8 36 52
College 55 ... 0.7 55 6.9 72 74 75 7.7 7.8 6.7 39 54
College 60 17 6.0 71 8.0 7.9 7.8 8.1 75 7.6 3.8 5.3
College 65 2.1 6.4 72 7.8 1.7 75 8.1 75 73 44 5.8
College 70 24 6.0 7.0 7.3 7.9 7.8 8.5 8.2 8.1 43 5.7
College 75 14 5.8 71 7.8 1.7 75 79 7.8 8.2 4.6 5.8
College 80 13 5.6 6.8 7.8 75 8.1 7.9 8.2 7.8 47 5.7
College 85 12 52 6.6 7.3 74 7.6 1.7 7.9 8.3 45 5.6
College 90 0.6 5.4 6.6 72 73 7.6 7.1 7.6 8.0 4.8 5.7
College 95 ... -0.1 5.1 6.5 71 71 6.9 72 7.8 8.1 4.9 5.6
TABLE 5.—OASI INTERNAL RATES OF RETURN
[Lifetime Labor Earnings in 1997 Dollars]
e T G e b0 b s aeb  oen Lo o
Cohort 45 ... 491 300 199 153 121 088 0.78 0.92 0.52 053 184
Cohort 50 563 327 227 173 146 097 0.79 0.54 0.56 070 198
Cohort 55 ... 5.25 3.17 221 181 1.49 0.93 0.62 0.52 0.47 0.54 181
Cohort 60 ... 5.03 3.03 2.19 154 147 1.19 0.63 0.46 0.29 0.57 1.73
Cohort 65 4.97 3.10 2.38 1.64 153 1.27 1.07 0.97 0.34 0.39 1.74
Cohort 70 4.98 3.29 2.44 1.92 157 1.40 1.06 0.40 0.57 0.43 1.80
Cohort 75 5.09 3.38 2.48 1.95 1.73 1.61 1.20 112 0.47 0.52 1.87
Cohort 80 524 342 261 209 179 153 1.56 0.97 0.52 052 185
Cohort 85 531 357 279 236 200 170 1.65 114 0.75 066  1.99
Cohort 90 531 363 283 229 194 168 1.47 1.42 0.96 069 197
Cohort 95 545 373 289 239 210 203 1.78 133 0.93 041 187
Men 45 335 207 129 111 092 062 0.55 0.65 0.07 026 0.88
Men 50 345 227 155 121 108 064 0.35 0.21 0.27 048 099
Men 55 .... 340 2.19 1.60 1.20 113 0.49 011 -0.01 0.17 0.35 0.91
Men 60 ... 336 209 145 104 100 083 -—009 -013 0.00 038 085
Men 65 341 2.26 1.62 114 0.92 0.83 0.89 0.74 0.09 011 0.90
Men 70 3.35 2.46 1.72 143 1.10 1.13 0.72 0.22 0.31 0.17 0.99
Men 75 ... 3.50 2.64 1.85 1.50 1.40 1.07 0.68 0.51 0.06 0.27 1.07
Men 80 .... 347 2.74 2.06 153 142 1.06 134 0.73 0.35 0.25 1.09
Men 85 3.82 2.96 217 1.88 1.63 1.47 1.10 0.74 0.17 047 1.25
Men 90 4.08 3.12 221 177 174 1.38 141 112 0.70 0.48 132
Men 95 ... 437 3.23 244 2.16 1.62 1.87 154 1.20 0.81 0.25 1.29
Women 45 511 3.42 2.63 2.24 1.84 1.80 147 1.63 181 152 3.06
Women 50 6.06 3.77 2.89 2.45 2.15 1.61 1.65 141 1.16 131 3.15
Women 55 ... 573 3.69 217 2.50 2.00 173 150 121 1.09 0.99 2.82
Women 60 ... 547 357 280 212 204 163 1.50 115 0.97 096 2.65
Women 65 5.42 3.59 2.99 2.19 221 1.90 137 1.27 0.90 1.03 2.67
Women 70 5.48 3.77 297 248 217 1.83 157 0.79 114 0.95 271
Women 75 551 382 295 249 224 228 1.85 174 1.26 102 275
Women 80 5.72 3.82 3.15 2.70 2.23 2.02 1.83 1.46 0.87 111 2.75
Women 85 5.69 3.94 319 2.82 241 2.03 232 173 1.76 1.05 2.80
Women 90 ... 565 392 329 276 220 201 1.59 1.88 147 110 272
Women 95 ... 5.74 4.02 3.27 2.64 2.59 2.28 2.09 1.65 111 0.76 2.59
White 45 .. 4.94 3.02 2.06 151 124 0.81 0.78 0.97 0.63 0.48 1.84
White 50 .. 569 333 233 171 146 093 0.77 0.52 0.52 072 2.00
White 55 .. 5.29 3.22 2.25 179 1.55 0.93 0.62 0.62 0.50 0.50 1.82
White 60 .. 508 309 226 156 145 119 0.58 0.49 0.24 056 174
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TABLE 5.—O0ASI INTERNAL RATES OF RETURN—Continued
[Lifetime Labor Earnings in 1997 Dollars]

120k-  240k—  360k-  480k-  600k—  720k— 840k— 960k—

0-120k  J40k 360k 480k 600k 720k 840k 960k 1.08m

1.08m+  Total

White 65 .. 505 318 234 165 151 130 1.10 0.93 0.17 037 173
White 70 .. 506 336 250 195 156 142 1.01 0.26 0.65 037 180
White 75 .. 507 343 250 198 178 161 1.25 1.19 0.51 047 187
White 80 .. 533 347 264 210 180 156 154 1.03 0.44 053  1.86
White 85 .. 537 368 288 242 201 172 1.67 1.09 0.79 062  2.00
White 90 .. 547 375 292 234 190 172 151 1.39 0.99 072 199
White 95 552 389 302 248 217 210 177 1.33 1.01 047 192
Nonwhite 45 464 291 147 169 093 160 0.67 048 —0.36 111 178
Nonwhite 50 511 288 191 182 144 127 0.90 0.69 0.80 051 183
Nonwhite 55 ... 494 281 196 188 105 0.89 061 —090 0.05 091 178
Nonwhite 60 ... 462 269 172 142 159 115 1.01 0.18 0.73 064  1.65
Nonwhite 65 443 269 255 161 166 1.07 0.85 1.18 161 051 181
Nonwhite 70 452 298 220 176 161 130 1.28 1.27 0.05 075 183
Nonwhite 75 ... 517 318 237 180 153 165 0.91 0.69 0.33 076  1.86
Nonwhite 80 .... 481 315 248 205 174 137 1.61 0.67 0.76 043 181
Nonwhite 85 502 308 238 207 19 161 1.54 1.44 0.51 086 194
Nonwhite 90 465 315 247 203 213 153 1.28 151 0.78 053 188
Nonwhite 95 513 320 241 200 18 171 181 1.32 0.45 016 167

Noncollege 45 .
Noncollege 50 .
Noncollege 55 .
Noncollege 60 .
Noncollege 65 .
Noncollege 70 .
Noncollege 75 .
Noncollege 80 .
Noncollege 85 .
Noncollege 90 .
Noncollege 95 .

486 283 18 139 115 097 0.77 1.01 0.19 061 189
557 312 218 159 138 104 0.78 0.46 0.33 062 204
512 306 220 183 155 0.6 0.37 0.50 0.25 047 185
491 29 197 153 139 1.00 0.77 028 —0.09 047 173
487 302 227 144 156 119 0.98 0.79 0.12 029 174
491 317 223 168 154 141 1.25 0.14 0.56 047 187
492 323 236 197 161 133 114 0.96 0.48 021 186
511 328 247 208 156 1.69 1.43 1.12 0.41 039 192
522 339 260 230 18 165 1.58 111 0.94 059 204
512 355 278 220 18 164 1.27 1.25 0.98 070  2.05
523 365 284 220 183 186 1.56 1.22 0.76 030 1.92

College 45 ... 504 344 236 181 133 079 0.78 0.81 0.97 046 175
College 50 578 360 245 199 157 083 0.80 0.63 0.78 077 188
College 55 555 338 225 177 137 124 0.95 0.55 0.78 061 175
College 60 525 324 257 157 157 140 0.34 0.69 0.73 065 172
College 65 516 322 254 190 150 138 1.19 127 0.62 047 173
College 70 507 346 270 218 161 140 0.87 0.59 0.57 039 174
College 75 534 357 261 192 187 181 124 1.26 0.46 073 188
College 80 540 359 276 209 201 132 1.67 0.82 0.62 060 179
College 85 543 379 302 244 213 174 1.69 117 0.55 071 193

College 90
College 95 ...

558 374 290 238 204 172 1.62 159 0.94 068 189
577 38 295 256 236 221 1.98 141 1.10 049 183

TABLE 6.—INTERNATIONAL COMPARISONS OF GENERATIONAL ACCOUNTING ALTERNATIVE WAYS TO
ACHIEVE GENERATIONAL BALANCE

Cut in government purchases ~ Cut in government transfers  Increase in all taxes  Increase in income tax

Country
A B A B A B A B
Argentina . . 24.6 29.1 16.8 11.0 10.7 8.4 97.1 75.7
Australia .. 838 10.2 121 9.1 5.1 48 85 8.1
Austria . 56.8 76.4 25.0 205 20.1 18.4 60.7 55.6
Belgium 112 124 6.0 46 37 31 117 10.0
Brazil 238 26.2 213 17.9 124 117 789 74.0
Canada .... 0.0 0.1 0.0 0.1 0.0 0.1 0.0 0.2
Denmark .. 9.9 29.0 47 45 34 4.0 5.8 6.7
Finland 47.6 67.6 26.5 212 20.6 19.4 54.1 50.8
Germany .. 21.1 25.9 17.6 141 9.5 9.5 29.5 29.5
Ireland . =21 —43 —25 -44 -11 =21 —25 —48
Italy . 37.0 49.1 18.0 133 12.4 105 333 28.2
Japan ... 26.0 295 28.6 253 155 155 53.6 53.6
Netherlands . 21.0 28.7 214 223 85 8.9 149 15.6
New Zealand ... -10 -16 —-0.8 —-06 —-04 —04 -0.8 -0.8
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TABLE 6.—INTERNATIONAL COMPARISONS OF GENERATIONAL ACCOUNTING ALTERNATIVE WAYS TO
ACHIEVE GENERATIONAL BALANCE—Continued

Cut in government purchases Cut in government transfers  Increase in all taxes  Increase in income tax
Country

A B A B A B A B
Norway 115 9.9 9.4 8.1 74 6.3 113 9.7
Portugal .. 76 9.8 9.6 75 42 42 133 133
Spain ...... 50.6 62.2 225 17.0 174 145 53.9 44.9
Sweden ... 37.6 50.5 22.6 18.9 16.1 15.6 42.9 41.9
Thailand . -381 —41.7 —185.1 —1142 —-250 —250 —817 —818
France ......... 17.2 22.2 115 9.8 71 6.9 66.0 64.0
United Kingdom ........ 6.6 9.7 9.6 95 2.6 2.7 9.4 9.5
United States ........... 18.7 27.0 19.8 203 105 10.8 238 244

A. Education expenditure treated as government consumption.
B. Education expenditure treated as government transfers and distributed by age groups.

Sources: Kotlikoff and Leibfritz (1999) and Raffelheuschen (1998) and authors’ calculations.

Chairman SmiTH. Ms. Olsen.

STATEMENT OF DARCY OLSEN, ENTITLEMENTS ANALYST,
CATO INSTITUTE

Ms. OLseN. Mr. Chairman, members of the committee and col-
leagues, thank you for the opportunity to come here today to talk
to you about Social Security’s impact on different groups with a
particular emphasis on women.

I love the title of this hearing, and I loved it from the minute
that Sue said it to me. The title of it is How Uniformity Deals with
Diversity: Does One Size Fit All? When she told me that, | imme-
diately got this picture of my little sister, who is 10 years old, she
is about this high, she is about 60 pounds, and | have this picture
of her putting on my older brother’s suit coat, and my older broth-
er—it is funny because he is 6-foot-6 and he weighs about 180
pounds. So I can tell you how uniformity deals with diversity when
it comes to clothing.

Now, on a serious note, in a very important sense, the current
Social Security system does treat everyone in the same uniform
manner, because it gives every worker, no matter what their in-
come, their ancestry or their gender, an inexcusably meager return
on a lifetime of payroll tax contributions. And that is, | think, one
of the most important things to keep in mind as you try to deter-
mine what this Nation’s future retirement system should look like.
Substandard returns, whether they are shared equally or un-
equally, are not something to boast about.

That said, I have spent a great deal of time studying the impact
of Social Security on women, and the bottom line is that while So-
cial Security is, on its face, neutral, its impact on men and women
is very different. First of all, because women generally work fewer
years and earn less than men do, their benefits are lower. So the
average woman'’s benefit is about $600 per month compared to
about $800 per month for a man. The result of those lower benefits
is higher poverty rates, so you have poverty rates among women
that are twice as high as they are among men, 14 percent versus
about 6 percent.

Another problem with the way the system treats women is that
25 percent of working women, one in four of us, pay into this sys-
tem and don't get a dime back in benefits based on all the years
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of payroll contributions that we have paid. Now, this is the result
of something called the “dual entitlement rule,” and you have to
bear with me to explain this. It says, a woman can collect benefits
based on—as being a worker in her own right or as the spouse of
another worker, but she can't collect both benefits. She only gets
the higher of the two.

Now, for 25 percent of women, their benefits as spouses are high-
er than the benefits that they earned in their own right. So while
a woman may end up with a larger benefit than she earned in her
own right, she still has paid payroll taxes for which she gets noth-
ing in direct return. Let me give you an illustration.

What it means is this: You can have a wife who has never en-
tered the paid labor force or paid a dime in payroll taxes and she
will be collecting the same exact benefit as a single woman who
has spent 40 years paying payroll taxes to the Social Security sys-
tem.

Now, supporters of this rule think this is OK, because these
women end up with larger benefits than they would have otherwise
based on their own work records. But the truth is that if Congress
would let women take their payroll taxes and deposit them into
personal retirement accounts, women wouldn’'t need that pref-
erence, they wouldn't need that favoritism. Instead, every single
dollar they earned would work toward their retirements and im-
prove their retirement security.

Now, what | have attached to my testimony is a study that we
have done at the Cato Institute, which shows how much better off
women would be under this kind of system of personally owned re-
tirement accounts. We studied a cohort of women who actually re-
tired in 1981 using Social Security data, and found that not one of
these women would have been worse off under the private system
and virtually all of them would have been—almost all of them
would have been significantly better off under the private system,
and that is based on actual market returns.

And we also did a perspective analysis and found that the major-
ity of women in our country would gain an additional $800 or more
per month if they were allowed to go to this private system. That
is more than doubling what Social Security is now promising to
pay, but doesn’t really have the money to make good on.

So, as you know, Social Security has been written, the rules have
been structured in a way that tries to minimize any inequality of
outcomes through the progressive benefit structure, but there are
significant differences that remain in outcomes. | will give you an-
other example. You can look at different groups of men and con-
sider the African-American man compared to the Caucasian male.
Upon reaching age 65, the average African-American male can ex-
pect to live 2 years less, die 2 years earlier than the average Cau-
casian male, which means that the average Caucasian male in this
sense wins out, and he is the winner because he collects 2 more
years from Social Security than the average African-American
man.

But this is the point: If we focus only on those technical defects,
things like that, things like the dual entitlement rule, we would be
missing the big picture, which is that no matter what group you
are in, Social Security is not a very good deal. Most workers born
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around 1960, regardless of their gender, their marital status, their
ancestry or their incomes, can expect rates of return on their pay-
roll tax contributions between 1 and 2 percent.

So while Caucasian men may fare better than African-American
men and some people would say that men fare better under this
system than women, no group fares well. So the most important
thing for the Task Force to consider, | think, is that a redesigned
system that is based on individually owned accounts can signifi-
cantly increase the retirement incomes of every worker, no matter
what their retirement income—excuse me, no matter what their in-
come, their ancestry or their gender might be, and that is how a
system of personal accounts will deal with diversity.

Chairman SmiTH. Thank you.

[The prepared statement of Ms. Olsen follows:]

PREPARED STATEMENT OF DARCY ANN OLSEN, ENTITLEMENTS ANALYST, CATO
INSTITUTE

Mr. Chairman, distinguished members of the committee, colleagues: Thank you
for the opportunity to appear before this committee to discuss Social Security and
its impact on varying types of workers, particularly women.

In one fairly important sense, the current Social Security system treats everyone
equally because it gives every worker—no matter what their income, their ancestry,
their gender—an inexcusably low return on a lifetime of payroll tax contributions.
That is one of the most important things to remember when you decide what the
nation’s future retirement system should look like. Substandard returns, whether
shared equally or unequally across different populations, are not something to be
proud of.

That said, | have spent a good deal of time studying the impact of the current
system on women. The bottom line is that while Social Security does not differen-
tiate between women and men, yet its impact on men and women is quite different.

Because women generally work fewer years and earn less than men do, women
receive lower benefits from Social Security than do men: the average woman's bene-
fit is little more than $600 per month, the average man’s benefit is more than $800.

The result of those lower benefits is higher poverty rates. Poverty rates are twice
as high among elderly women as among elderly men: 14 percent compared to 6 per-
cent.

According to the Social Security Administration, 25 percent of women pay into the
Social Security system and get back nothing in return. (This happens to less than
1 percent of men.) That is the result of the dual entitlement rule, which says a
woman can collect benefits based on her own work record or based on her status
as a spouse, but she cannot collect both. She can collect only the larger of the two.
For 25 percent of women, their benefits as spouses are larger than their benefits
as workers. Therefore, while a woman might receive a larger check as a spouse than
she would have based on her own work record, she has still paid payroll taxes dur-
ing her working years for which she gets nothing. This means that a wife who never
enters the workforce or pays a dime in Social Security taxes can, under Social Secu-
rity, collect the same monthly benefit as a single woman who spent her entire adult
life in the workforce.

Supporters of the dual entitlement rule believe this treatment of women is accept-
able because women end up with larger benefits than they would have based on
their own work records. If the world were static, | might agree with that argument.
But it isn't. The truth is that if Congress would allow women to deposit their payroll
taxes into personal retirement accounts, every dollar they earned would work for
them by increasing their retirement incomes. Couples could also choose to share
their earnings, which would further increase their retirement funds. I've attached
a study we published at the Cato Institute called “Greater Benefits for Women with
Personal Retirement Accounts,” which shows just how much better off women would
be if they were allowed to enter a new system of individually owned retirement ac-
counts.

Consider the most difficult scenario: a single woman earning $12,000 a year,
roughly the minimum wage. She pays $1,488 per year in Social Security taxes.
When she retires, Social Security promises her $683 per month (assuming solvency).
If she were allowed instead to save and invest her money in a portfolio of stocks
and bonds earning a 6.2 percent return, she would retire with $936 per month.
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Those conservatively estimated benefits are roughly 30 percent greater than what
she could expect from Social Security.

Despite the fact that Social Security’'s rules have been rewritten over the years
to try to minimize inequality of outcomes, significant differences and treatment con-
tinue to exist, especially for women. But if we focus on those technical defects, we'd
be missing the big picture, which is that Social Security isn't a very good deal for
any worker.

Most workers born around 1960, regardless of gender, marital status, ancestry,
or income, can expect rates of return on their payroll tax contributions between 1
and 2 percent.

Today's average 20-year-old male can expect to pay $182,000 more in Social Secu-
rity taxes than he will receive in benefits.

So while men may be “better off’ than women under Social Security, neither
group fares well.

The most important thing for this task force to consider is that a redesigned sys-
tem based on individually owned accounts can significantly increase the retirement
incomes of all workers, no matter what their income, their ancestry, or their gender.
That is how a system of personal retirement accounts will deal with diversity.

CATO BRIEFING PAPER No. 38, JuLy 20, 1998:
GREATER FINANCIAL SECURITY FOR WOMEN WITH PERSONAL RETIREMENT ACCOUNTS

BY DARCY ANN OLSEN

INTRODUCTION

Plans to privatize Social Security—that is, to redirect payroll tax payments into
personal accounts similar to individual retirement accounts or 401(k) plans—have
become enormously popular. Polls show that a large majority of Americans favor
some amount of privatization. Democratic and Republican legislators have intro-
duced bills that would privatize the system to varying degrees. And experts of var-
ious ideological persuasions have endorsed privatization. Yet many questions about
privatization remain, particularly with regard to women. Would poor women be able
to weather market downturns? Would they be capable investors? What about wom-
en’s aversion to risk?

Many people agree that a retirement system should address poverty among the
elderly. That, after all, was the primary reason for establishing Social Security. Un-
fortunately, the current Social Security system does not adequately address poverty
among the elderly, particularly elderly women. Although the current Social Security
system does not differentiate between men and women, on average, women receive
lower benefits than do men. That is primarily because women tend to have lower
wages and fewer years in the workforce. Thus, poverty rates are twice as high
among elderly women as among elderly men: 13.6 percent compared to 6.2 percent.
Although Social Security alleviates some poverty, clearly there is room for improve-
ment.

In contrast, research shows that virtually every woman—single, divorced, mar-
ried, or widowed—would probably be better off financially under a system of fully
private, personal retirement accounts, the earnings of which could be shared by
spouses. And the greater the contribution rate, the greater the financial security.
Thus, a fully private system with a 10 percent contribution rate would benefit
women more than a partly private two-tiered system. That is true even for poor
women who move in and out of the job market.

INEQUITY IN THE PRESENT SYSTEM

By law, the Social Security system treats all workers equally. Yet the system has
a disparate impact on women because they typically earn less, work fewer years,
and live longer than do men. In particular, Social Security punishes married women
who work and favors married women who do not work. A married women who
works her entire adult life may not receive any more benefits than a married
woman who has never worked; a couple with two breadwinners may get fewer bene-
fits than a couple with one breadwinner and identical lifetime earnings, and widows
of two-earner couples may get less than widows of one-earner couples.

Those inequities result from the way benefits are calculated. A spouse can receive
benefits in one of three ways. First, she can receive benefits based on her own work
history. Second, she can receive benefits based on her husband’'s work history. By
law, a woman is automatically entitled to benefits equal to 50 percent of her hus-
band’s benefits, whether or not she has ever worked or paid Social Security taxes.
Third, she can receive benefits based on a combination of the two.
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When a woman qualifies for benefits both as a worker in her own right and as
a spouse (or surviving spouse) of a worker, she is subject to the “dual entitlement
rule.” That rule prevents her from collecting both her own retirement benefit and
her spousal benefit. Instead, she receives only the larger of the two. And because
the typical woman earns less and works fewer years than her husband, 50 percent
of her husband's benefits is often larger than the benefits she would be entitled to
receive in her own right. Consequently, she receives benefits based on only her hus-
band’s earnings—she receives no credit or benefits based on the payroll taxes she
has paid. A woman who never worked at all receives exactly the same benefits.

The second inequity that results under Social Security’'s dual-entitlement rule is
that a couple with two breadwinners may get fewer benefits than a couple with one
breadwinner and identical lifetime earnings. Table 1 illustrates this point.

TABLE 1.—COUPLES BENEFITS UNDER DUAL ENTITLEMENT

Monthly earnings ($)  Monthly benefit (8)

Couple A:
Husband ...... e 1,000 573
Wife (no income) .............. . et —————— 0 287
Total ... e ———— 1,000 860

Couple B:
Husband ...... 500 413
Wife ... 500 413
Total 1,000 826

Couple C:
Husband ...... 667 467
Wife .o 333 300
Total ........ 1,000 767

Source: Adapted from Ekaterina Shirley and Peter Spiegler, “The Benefits of Social Security Privatization for Women,” Cato Institute Social
Security Paper no. 12, July 20, 1998, p. 4.

Note: Monthly Earnings is the Average Indexed Monthly Earnings (AIME), which is found by adding the 35 years of a worker's highest in-
dexed earnings and dividing by 420 (the number of months in 35 years). In this example, it is assumed that the workers’ combined earnings
equaled $1,000. The Monthly Benefit is the Primary Insurance Amount (PIA). The following progressive benefit formula is applied to the AIME
to determine the PIA (1996): 90% of the first $437 of AIME, 32% of AIME from $437 to $2,635, and 15% of AIME over $2,635.

Each of the three couples has the same total earnings, yet couple A with one
breadwinner receives higher benefits than do couples B and C with two bread-
winners. During 1 year, couple A will receive $1,116 more than couple C. After 10
years, couple A will have received more than $11,000 more in retirement benefits
than couple C. As men and women who reach age 65 are expected to live to age
80 or beyond, that inequity can have a significant impact on a couple’s quality of
life for many years.

While the dual-entitlement rule has a negative impact on many two-earner cou-
ples during their retirement years together, its most pernicious impact is often felt
after a husband dies. Social Security’s survivor benefit rules can leave widows with
up to 50 percent less income than the couple was receiving when the husband was
alive. That is one reason why the poverty rate among widows is 19.2 percent, two
times greater than among widowers. And, in general, the more of the couple’s earn-
ings the widow earned, the smaller the share of the couple’s retirement benefit she
receives after her husband dies. Table 2 illustrates this point.

TABLE 2.—WIDOWS’ BENEFITS UNDER DUAL ENTITLEMENT

Monthly Earnings ($)  Couple’s Benefit (§)  Widow's Benefit ($)

Couple A:
Husband e 1,000
Wife (no income) ... . 0 860 573
Total ... . 1,000
Couple B:
Husband . e ——— 500
Wife ........ 500 826 413
Total ... . 1,000
Couple C:
Husband . (SRR 667

Wife ........ 333 767 467
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TABLE 2.—WIDOWS’ BENEFITS UNDER DUAL ENTITLEMENT—Continued

Monthly Earnings ($)  Couple’s Benefit ()  Widow's Benefit (8)

Total ... . 1,000

Source: Adapted from Ekaterina Shirley and Peter Spiegler, “The Benefits of Social Security Privatization for Women,” Cato Institute Social
Security Paper no. 12, July 20, 1998, p. 5.

Note: Monthly Earnings is the Average Indexed Monthly Earnings (AIME), which is found by adding the 35 years of a worker's highest in-
dexed earnings and dividing by 420 (the number of months in 35 years). In this example, it is assumed that the workers’ combined earnings
equaled $1,000. The Monthly Benefit is the Primary Insurance Amount (PIA). The following progressive benefit formula is applied to the AIME
to determine the PIA (1996): 90% of the first $437 of AIME, 32% of AIME from $437 to $2,635, and 15% of AIME over $2,635.

Each of the three couples has the same total earnings, yet the widow who never
worked (A) receives higher benefits than the widows who worked (B and C). Widow
A’s benefits are approximately 16 percent higher than widow B's and 10 percent
higher than widow C's. As Tables 1 and 2 indicate, the one-earner couple (couple
A) receives the highest retirement benefits while the husband is alive, and the
widow receives the highest survivor's benefit. In addition, the widow who made as
much money as her husband receives less than the widow who earned only half as
much as her husband.

Anna Rappaport of William M. Mercer found that the situation for low-income
widows who worked is even worse. For example, the wife of a couple with $34,200
in annual pay gets $1,082 as a widow if she never worked, while the wife who
brought home half that paycheck gets a widow’s benefit of only $674. That is a dif-
ference of $408 per month.

The Social Security Administration reports that 24 percent of married and wid-
owed women have their benefits slashed by the dual-entitlement rule. That number
is projected to increase to 39 percent by 2040, as increasing numbers of women earn
higher wages and work more hours. As Jonathan Barry Forman, former tax counsel
to Sen. Daniel Patrick Moynihan (D-N.Y.), puts it, “In short, the Social Security sys-
tem takes billions of payroll tax dollars from these working women and gives them
no greater Social Security benefits in return.”

The negative impacts of the dual-entitlement rule are exacerbated by a handful
of other factors that make women disproportionately dependent on Social Security
benefits. As a result of lower earnings and fewer years of work, women, on average,
earn less Social Security benefits than do men. In 1995 male retirees received $810
in monthly benefits while women received only $621, on average. Lower earnings
and part-time employment also make it more difficult for women to accumulate pri-
vate savings for retirement. In addition, women are less likely than men to have
employer-provided pension plans. Even if they do have pension plans, they generally
save too little because of their moves in and out of the job market.

Those gender-specific issues aside, women, like men, face the larger problem of
Social Security's looming debt and declining rate of return. Federal Reserve Board
chairman Alan Greenspan estimates that Social Security’s unfunded liability is
roughly $9.5 trillion. If the government intends to make good on its promise to pay
retiree benefits, it will have to raise taxes or cut benefits in order to meet that reve-
nue shortfall. The Social Security board of trustees has estimated that it would take
a tax hike of at least 6.3 percentage points to put the program in the black. A tax
hike of that size would force workers to pay one-fifth of their wages to Social Secu-
rity. Of course, cutting benefits is no solution either; benefit cuts would give workers
an even worse deal than does the current system. Many of today's young workers
can expect to get a negative rate of return from Social Security, according to the
nonpartisan Tax Foundation. And, as the American Association of Retired Persons
has pointed out, women would suffer most under reform proposals that reduce re-
tiree benefits.

BENEFITS OF FUuLL PRIVATIZATION

Women, like men, want to know what would be the likely results under a private
system in which payroll tax payments were redirected into personal accounts simi-
lar to individual retirement accounts or 401(k) plans. Would private accounts in-
crease the overall level of women's retirement benefits? Would private accounts ad-
dress poverty among widows? Would private accounts end discrimination against
working wives?

To answer those questions, Ekaterina Shirley and Peter Spiegler, graduates of
Harvard University’s Kennedy School of Government, conducted two empirical anal-
yses. The first is a retrospective analysis using actual earnings histories of 1,585
men and 1,992 women who retired in 1981. The researchers compared Social Secu-
rity benefits with the benefits that hypothetically would have accrued under a pri-
vate plan with a 7 percent contribution rate, a 6.2 percent rate of return, and 50-
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50 earnings sharing between spouses where applicable. Earnings sharing lets mar-
ried couples split their contributions 50-50 before depositing them into each person’s
account.

Shirley and Spiegler found that all but .11 percent (approximately 3) of the
women collecting benefits would have been better off under the private system. For
those women, the difference between the plans was exactly zero—no woman was
worse off under the private system. For 3.7 percent (approximately 110) of the
women, the difference was less than $2,000. Even though the absolute dollar dif-
ference appears small, it is significant relative to total benefits from Social Security.
Overall, the median value of the accrued difference between benefits from Social Se-
curity and benefits from a privatized plan was $30,000 for single women, $26,000
for wives, $21,000 for divorcees, $23,000 for surviving divorcees, and $20,000 for
widows. As a percentage of Social Security benefits, that difference is substantial.
The median values of that percentage are 58 percent for single women, 208 percent
for wives, 67 percent for divorcees, 58 percent for surviving divorcees, and 97 per-
cent for widows.

In the second analysis, Shirley and Spiegler conducted a prospective simulation
since the cohort of women in the workforce today has significantly different labor
and marital characteristics than the one that retired in 1981. As complete lifetime
earnings histories for women who are currently in the workforce do not exist, the
research team simulated the effects of various retirement plans. They compared So-
cial Security; a fully private system; and a two-tiered, or partly private, system.
Under the fully private system, the assumed contribution rate is 10 percent. The
partly private approach would channel 5 percentage points of payroll taxes into a
personal account, with the remaining 7.4 percentage points going to Social Security
to finance a “flat benefit” and survivor's and disability insurance. The flat benefit
is equal to %s of the poverty rate. As they did in the retrospective analysis, the re-
searchers assumed a 6.2 percent rate of return on invested contributions.

As Figure 1 shows, in every case the fully private system with a contribution rate
of 10 percent would bring all women—whether collecting benefits based on their
own earnings or as wives, divorcees, or widows—with full earnings histories more
than twice the retirement benefits of Social Security.

Moreover, the greater the contribution rate, the greater a woman'’s financial secu-
rity in retirement. Thus, the fully private system generates significantly higher re-
tirement benefits than does the partly private, two-tiered system. The partly private
system provides only slightly greater benefits than Social Security. The results are
similar for women who have moved in and out of the job market, as Figure 2 shows.

In every case, the fully private system brings all women significantly greater ben-
efits than does either Social Security or the partly private system. For example, the
fully private plan gives married, divorced, and widowed women (with full or inter-
rupted earnings histories) at least $200,000 more in retirement benefits than does
Social Security or the partly private system. That's better than $10,000 per year.

To answer questions about the potential impact of privatization on women with
low to moderate incomes, Shirley and Spiegler ran a simulation using half the na-
tional mean wage level of women. Figures 3 and 4 show that women with low to
moderate incomes (with full or interrupted earnings histories) would do far better
under a fully private system than under either Social Security or the partly private
system.
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FIGURE 1.—ACCRUED RETIREMENT INCOME OF MEAN-INCOME WOMEN WITH FULL
EARNINGS HISTORIES
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Source: Adapted from Ekaterina Shirley and Peter Spiegler, “The Benefits of So-
cial Security Privatization for Women,” Cato Institute Social Security Paper no. 12,
July 20, 1998, p. 12.

FIGURE 2.—ACCRUED RETIREMENT INCOME OF MEAN-INCOME WOMEN WITH
INTERRUPTED EARNINGS HISTORIES
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Source: Adapted from Ekaterina Shirley and Peter Spiegler, “The Benefits of So-
cial Security Privatization for Women,” Cato Institute Social Security Paper no. 12,
July 20, 1998, p. 12.

FIGURE 3.—ACCRUED RETIREMENT INCOME OF LOW-INCOME WOMEN WITH FULL
EARNINGS HISTORIES
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Source: Adapted from Ekaterina Shirley and Peter Spiegler, “The Benefits of So-
cial Security Privatization for Women,” Cato Institute Social Security Paper no. 12,
July 20, 1998, p. 13.

FIGURE 4.—ACCRUED RETIREMENT INCOME OF LOW-INCOME WOMEN WITH
INTERRUPTED EARNINGS HISTORIES
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Source: Adapted from Ekaterina Shirley and Peter Spiegler, “The Benefits of So-
cial Security Privatization for Women,” Cato Institute Social Security Paper no. 12,
July 20, 1998, p. 14.

For example, a married woman with a low income who has moved in and out of
the workforce could expect to gain roughly $125,000 more in benefits under the pri-
vate system than under Social Security. That's nearly $550 more per month than
Social Security would provide. Even women in the worst-case scenario—low-income
single women who do not benefit from the earnings sharing provision and who have
moved in and out of the workforce—would receive greater benefits under full privat-
ization than under Social Security, nearly $100 more per month.

One potential concern is that the positive benefits under privatization are simply
the result of high contribution rates. To address that concern, Shirley and Spiegler
calculated how much each program gives in return for each tax dollar invested. In
other words, they wanted to find out whether women were getting their money’s
worth under each program. For example, Figure 5 shows that a widowed woman
with a complete work record would get approximately

$1 in Social Security benefits for each $1 she contributed; under the fully private
plan, she would get approximately $2.50 for each $1 contributed.

FIGURE 5.—MONEY'S WORTH TO MEAN-INCOME WOMEN WITH FULL EARNINGS HISTORIES
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Source: Adapted from Ekaterina Shirley and Peter Spiegler, “The Benefits of So-
cial Security Privatization for Women,” Cato Institute Social Security Paper no. 12,
July 20, 1998, p. 12.
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FIGURE 6.—MONEY'S WORTH TO LOW-INCOME WOMEN WITH INTERRUPTED EARNINGS
HISTORIES
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Source: Adapted from Ekaterina Shirley and Peter Spiegler, “The Benefits of So-
cial Security Privatization for Women,” Cato Institute Social Security Paper no. 12,
July 20, 1998, p. 14.

In a final simulation, the researchers used half the national mean wage level of
women in each category to examine whether low-income women were getting their
money’s worth from each program. As Figure 6 shows, full privatization would give
low-income women with interrupted earnings histories much more value for the dol-
lar than would either Social Security or the partly private plan.

The money’s worth calculations demonstrate that, even taking into account Social
Security’s “progressive” benefit structure, all categories of women would still get
more for their money under a fully private plan.

Shirley and Spiegler’s retrospective, prospective, and value-for-the-dollar calcula-
tions show how a fully private system with a contribution rate of 10 percent would
be able to bring all women—single, married, divorced, or widowed with low to mod-
erate or average income—qgreater financial security than does Social Security. The
implications are real and significant for women, yet many important questions still
exist.

CONCERNS ABOUT WOMEN AND PRIVATE ACCOUNTS

People have raised more concerns about women and private accounts than can be
addressed in this short paper. However, a brief discussion of a few of the most im-
portant concerns should alleviate much uneasiness about personal accounts.

Low-Income Women as Investors

“Because women are more likely to be living in low-income households, they gen-
erally have less access to good investment advice.” It is unlikely that low-income
women would not have adequate access to good investment advice. As the American
Association of Retired Persons points out, “Lots of good information on saving and
financial planning is free—from AARP, investment companies, the Internet, and
your local library. Also, free or low-cost seminars specifically designed for women
are offered in many communities.” A market-based retirement system will undoubt-
edly increase investment companies’ outreach efforts to women. What is perhaps
even more important, however, is that full privatization does not require that every
participant be an intelligent or experienced investor. The history of 401(k) plans has
demonstrated that workers of all income groups can do well by entrusting their pen-
sion benefits to experienced investors who, for the most part, have fulfilled their re-
sponsibilities. Under a well-structured system with fully private accounts, low- and
high-income workers could expect to receive guidance from fund managers in much
the same way. As Melissa Hieger and William Shipman of State Street Global Advi-
sors point out, “There is no need for a worker who chooses the market-based system
to know how markets work as long as the pension system is properly structured and
sensible guidelines are followed. In fact, most proposals for a privatized national re-
tirement system have regulatory elements that restrict investment strategies that
are either too risky or that would be insufficiently aggressive to provide needed re-
tirement benefits.”
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Low-Income Women and Market Downturns

“Low-income women . . . would be less able than more affluent women to weather
market downturns.” One way to address that concern is to see how low-income
women would have fared historically under a market-based system. That can be
done by comparing Social Security benefits with simulated market benefits for low-
income workers. For example, Hieger and Shipman compared an initial monthly So-
cial Security benefit with an initial balanced-fund (60 percent equities, 40 percent
bonds) benefit for low-income workers born in 1950 and 1970. The low-income work-
er born in 1950 could expect a monthly Social Security benefit of $668; the balanced-
fund benefit would be $1,514. The low-income worker born in 1970 could expect a
monthly Social Security benefit of $799; the balanced-fund benefit would be $1,431.
In both cases, the market affords low-income workers higher retirement benefits
than does Social Security. Those results are consistent with other studies that show
higher retirement benefits from markets than from Social Security. If, however, the
worst-case scenario arose leaving a worker with insufficient benefits upon retire-
ment, the government could finance a safety net from general revenues. Moreover,
if one believes the market-based system is inferior to Social Security, most privat-
ization plans would allow workers the option of staying in the present system. The
freedom to choose is particularly important to low-wage women who do not earn
enough to save and invest on their own. That inability to invest is largely due to
high payroll tax rates. Forcing women to stay in a system that takes 12.4 percent
of their wages only to cheat them of a secure retirement is simply unjust. Low-in-
come women should have the freedom to invest their earnings in a way that will
increase their chances for a financially secure retirement.

Risk Aversion of Women

“With individual accounts, women may fare worse than men because they are
more risk averse.” There is some evidence that women tend to be more conservative
investors than men; however, many studies that purport to show that did not con-
trol for education levels or investment-specific knowledge—factors that may account
for some differences in investment behavior. According to the General Accounting
Office, people who are given information about their investment choices and poten-
tial returns are more likely to invest more than those who do not receive such infor-
mation. Investment companies compete vigorously to educate and attract female cli-
ents. For example, OppenheimerFunds has distributed a 160-page booklet called “A
Woman's Guide to Investing.” Merrill Lynch, PaineWebber Group Inc., and Smith
Barney have similar marketing strategies. In addition, women who have been in-
vesting for a long time pursue investment strategies that are very close to those of
men. Certainly, experience shows that it is unreasonable to suggest that women,
simply because of their gender, are not capable of becoming perfectly competent in-
vestors. Finally, in a well-structured private system, women, as well as men, could
expect to rely on investment managers to help with investment decisions.

CONCLUSION

Shirley and Spiegler’s research demonstrates how full privatization with earnings
sharing can address the shortcomings of the current Social Security system. First,
both the retrospective and the prospective analysis show that fully private accounts
would significantly improve the retirement incomes of women—single, married, di-
vorced, or widowed with low-to-moderate, moderate, or average income—which
would begin to address the problem of poverty that exists under Social Security.
Second, fully private accounts would end the discrimination currently faced by
women under Social Security by ensuring that every dollar earned by a woman had
a strictly positive effect on her retirement income. Finally, changing Social Security
into a fully funded system would help ensure that future generations grow up with-
out being saddled by unnecessary debt and grow old with financial security.

Notes

| am grateful to Ekaterina Shirley and Peter Spiegler who did the research on
which much of this analysis is based. Special thanks to Lea Abdnor for her construc-
tive comments, to Carrie Lips for her expert research assistance, and to Michael
Tanner for his support and direction. | take full responsibility for all errors.

Chairman SmiTH. Dr. Kijakazi.
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STATEMENT OF KILOLO KIJAKAZI, SENIOR POLICY ANALYST,
CENTER ON BUDGET AND POLICY PRIORITIES

Ms. Kuakazi. Mr. Chairman and members of the Task Force,
thank you for inviting me to speak today. | will discuss Social Se-
curity’'s design and how it benefits people of color and women. | will
also talk about the potential impact of proposed reforms on these
two communities.

The program is particularly important to people of color. Social
Security makes up 43 percent of the income of elderly African
Americans and 41 percent of the income for elderly Hispanic Amer-
icans compared to 36 percent of the income for white elderly.

Chairman SmiTH. Would you say that once more?

Ms. Kiaakazi. Social Security makes up 43 percent of the income
for elderly African Americans; 41 percent for elderly Hispanic
Americans, and 36 percent for white elderly Americans. This is not
surprising, given the low rates of pension coverage for people of
color. One-third of elderly African Americans and only one-fourth
of elderly Hispanic Americans have pension income, compared to
44 percent of white elderly people.

African Americans and Hispanic Americans are disproportion-
ately represented among low-wage workers. Consequently, it is
much more difficult to set aside resources for retirement savings.
This places greater weight on Social Security as a reliable, guaran-
teed source of income.

The argument has been made that Social Security provides a
lower rate of return to African Americans because of our shorter
life expectancy. This faulty reasoning overlooks the protections So-
cial Security provides for African Americans and low-wage workers.
Three aspects of Social Security help to compensate African Ameri-
cans for our higher mortality rate.

Since African Americans make up a disproportionate share of
low-wage workers, we gain from the progressive benefit formula.
Second, early retirement is an option that is elected by two-thirds
of all workers, including African Americans. Because we have a
shorter life expectancy, receiving a reduced benefit earlier provides
us with more total benefits than if we waited until we were 65.
And third, Social Security is a comprehensive insurance program
that includes the disability and survivors insurance programs in
addition to the retirement program. African Americans benefit dis-
proportionately from the disability and survivors components of the
system.

A study by employees of the Treasury Department found that Af-
rican Americans have a slightly higher rate of return from Social
Security than the general population, or the white population. The
same study showed Hispanic Americans have the highest rate of
return from Social Security, due to their longevity and because
they also benefit from the progressive benefit formula.

Social Security’s design also benefits women. Elderly women are
more likely to be poor than elderly men. We work 12 fewer years
on average, very often because we are caring for family members.
We earn lower wages, we are less likely to have pensions. On aver-
age, 30 percent of elderly women receive pension income compared
to 48 percent of elderly men. And we live longer, which means we
must stretch our resources over a longer period of time. Social Se-
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curity effectively reduces poverty for women. In 1997, three of
every five elderly people removed from poverty were women.

The program provides special protections for women, and these
include spouse benefits that have been described by Ms. Olsen. A
married woman may receive either benefits based on her earnings
history or her spouse’s. According to data from the Social Security
Administration, 63 percent of married women receive benefits
based on their spouse’s earnings.

Women benefited from Social Security in two ways due to their
longer life expectancy. First, survivors’ benefits are more often re-
ceived by women. And second, the cost of living benefits women
more than men since we live longer. As a result of these program
designs, women receive about 53 percent of benefits while paying
only 38 percent of payroll taxes. Social Security is very beneficial
for women.

What impact will reform proposals have on people of color and
women? Proposals that divert payroll taxes into individual accounts
will substantially reduce the guaranteed portion of Social Security
benefits and replace these benefits with the promise of investment
income. These so-called carve-out proposals increase the long-term
imbalance in Social Security and consequently result in a larger re-
duction in Social Security benefits than otherwise would be nec-
essary.

The recently introduced Archer-Shaw proposal would also have
disadvantages for people of color and women. Funding for the indi-
vidual accounts would likely come from funding for nondiscretion-
ary programs, many of which are beneficial to people of color and
women, programs outside of Social Security. The plan would likely
undermine the universal support that Social Security now enjoys.
Social Security benefits would be reduced by $1 for every dollar in
the individual accounts. Those who have the largest accounts, high-
wage earners, would receive only modest Social Security benefits
for their payroll tax contributions, consequently high-wage earners
may reduce their support for the program while low-wage earners
remain reliant on the program. Under the Archer-Shaw plan the
only group of retirees who could receive an increase in government-
funded retirement benefits as a result of the individual accounts
would be high-wage workers.

What should be done to address Social Security’s imbalance? Sev-
eral aspects of the Clinton proposal would substantially reduce the
imbalance. The plan proposes to use $2.8 trillion of the unified
budget surplus to pay down the debt. This would reduce interest
payments in the future, and those funds could be used to address
Social Security as baby boomers retire.

The plan also proposes to invest a portion of the trust fund in
equities. Investments would be made in broadly indexed funds by
a politically and financially independent board. This would increase
income to the trust fund without the transition costs, the adminis-
trative costs or risks of individual accounts.

Finally, the plan would create USA accounts, an individual ac-
count system outside of the Social Security system. It would be pro-
gressive and would be targeted to low-wage and moderate-wage
workers. Solvency can be restored without putting at risk the guar-



29

anteed benefit and the features of the program that are most bene-
ficial to people of color and to women.
[The prepared statement of Ms. Kijakazi follows:]

PREPARED STATEMENT OF KiLoLo Kiiakazi, PH.D., SENIOR PoLicy ANALYST, CENTER
ON BUDGET AND PoLicY PRIORITIES

Mr. Chairman and members of the task force, thank you for inviting me to speak.
I am Kilolo Kijakazi, a senior policy analyst with the Center on Budget and Policy
Priorities. The Center is a nonpartisan, nonprofit policy organization that conducts
research and analysis on issues affecting low- and moderate-income families. We are
primarily funded by foundations and receive no Federal funding.

I will discuss how Social Security’s design benefits people of color and women and
the potential impact of proposed reforms on these communities.

SOCIAL SECURITY'S SUCCESS

Social Security has been one of the country’s most successful social programs. It
is largely responsible for the dramatic reduction in poverty among elderly people.
Half of the population aged 65 and older would be poor if not for Social Security
and other government programs. Social Security alone lifted over 11 million seniors
out of poverty in 1997, reducing the elderly poverty rate from about 48 percent to
about 12 percent. Additionally, Social Security has become more effective in reduc-
ing poverty over time. In 1970, Social Security reduced the poverty rate among the
elderly from about 50 percent to 17 percent, compared to 12 percent today.

Social Security payments provide the majority of the income of poor and near poor
elders. It is the major source of income for 66 percent of beneficiaries age 65 or older
andd itI contributes 90 percent or more of income for about 33 percent of these indi-
viduals.

THE IMPORTANCE OF SOCIAL SECURITY TO PEOPLE OF COLOR AND WOMEN

Social Security is particularly important to people of color. Elderly African Ameri-
cans and Hispanic Americans rely on Social Security benefits more than white el-
ders rely on the program. Social Security benefits make up 43 percent of the income
received by elderly African American people and their spouses and 41 percent of in-
come received by elderly Hispanic Americans, compared to 36 percent of the income
of elderly whites. This is not surprising given the lower rates of pension coverage
for people of color. Pension income is received by only one third of elderly African
American people and their spouses and one fourth of elderly Hispanic Americans.
By comparison, 44 percent of elderly whites and their spouses receive pension in-
come. Moreover, people of color are disproportionately represented among low-wage
workers. It is, therefore, more difficult to set aside savings for retirement to supple-
ment Social Security.

Social Security is also an important source of income for women. The program
made up 61 percent of total income received by elderly women in 1997 and it was
the only source of income for one out of five elderly women. Compared to men,
women have few resources other than Social Security to draw upon in their older
years. Women have lower rates of pension coverage and pension income than men.
Only 30 percent of women 65 and older had pension coverage in 1994, while 48 per-
cent of men were covered. Of those who began to receive benefits from private sector
pensions in 1993-1994, the median annual benefit for women ($4,800) was only half
of the amount received by men ($9,600). Additionally, women have lower labor par-
ticipation rates and lower wages than men; as a result women are more likely to
be poor. Women make up the majority of those whom Social Security lifts from pov-
erty. In 1997, three of every five elderly people lifted out of poverty by Social Secu-
rity were women.

While Social Security is intended to be one leg of a “three-legged stool” for retire-
ment income, the lack of pension coverage and limited resources for savings place
greater weight on Social Security as a reliable, guaranteed source of income for
many people of color and women.

SOCIAL SECURITY'S PROTECTIONS FOR AFRICAN AMERICANS

The argument has been made that Social Security provides a lower rate of return
to African Americans because this community has a lower life expectancy than the
general population. Based on this premise, an African American worker would con-
tribute payroll taxes, but would not live long enough to receive Social Security bene-
fits sufficient to achieve the same rate of return as non-African American bene-
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ficiaries. This reasoning is faulty, however, as it overlooks important protections So-
cial Security provides for African-American and low-wage workers including disabil-
ity and survivors insurance.

The design of the Social Security system helps to compensate African Americans
for their shorter life expectancy. There are three aspects of the program that provide
such protection. First, Social Security's benefit formula is progressive. Benefits re-
place a larger percentage of pre-retirement earnings for low-wage workers than
high-wage workers. Since African Americans are disproportionately represented
among low-wage earners, they gain from this formula.

The second feature is the option for early retirement. The Social Security System
allows workers either to retire with full benefits at a given age, currently 65, or to
retire early with reduced benefits. A worker can take early retirement at age 62.
Workers who retire at 62 contribute payroll taxes for three fewer years. They also
begin receiving benefits 3 years earlier, with monthly benefits reduced to com-
pensate for the increased number of years during which they will receive benefits.

The reduction in the monthly benefit amount for those who retire early is based
on actuarial tables and is intended to make the amount of benefits received from
age 62 to the point of death equivalent, on average, to the amount of benefits retir-
ees would receive if they waited until the “normal retirement age” to retire. Over
the population as a whole, the Social Security early retirement option is close to a
wash the lower monthly benefits paid are designed to offset the increased number
of years for which benefits will be received.

The story is different, however, for African Americans. Given the shorter life span
for African Americans, the benefits these early retirees receive from age 62 to the
end of their lives exceed the benefits they would receive, as a group, if they waited
until 65 to retire. Starting to receive benefits several years earlier increases the
total benefits they receive and raises their average rate of return. Two-thirds of all
workers, including African Americans retire early. Thus, most African-American re-
tirees are partially compensated for their shorter life span by this aspect of Social
Security.

The third component of Social Security that mitigates the impact of higher mor-
tality among African Americans is the comprehensive nature of the program. Social
Security is not solely a retirement program, but also an insurance system that pro-
tects against risks that are unforeseen or for which workers are not sufficiently pre-
pared. In addition to benefits for retired workers, Social Security provides benefits
to the worker’s spouse and dependents when the worker retires or becomes disabled,
as well as survivors’ benefits if the worker dies. The divorced spouse of the retired
or deceased worker also is generally entitled to benefits.

African Americans benefit disproportionately from the disability and survivors
components of Social Security. While African Americans account for 11 percent of
the civilian labor force, they comprise 18 percent of the workers receiving Social Se-
curity disability benefits in 1996. When a worker becomes disabled, the worker’s de-
pendents also become eligible for Social Security benefits. African Americans made
up 23 percent of children and 15 percent of the spouses who received Social Security
benefits in 1996 because workers in their families were disabled.

As a result of the above-average mortality rates among African Americans, the
African-American community benefits disproportionately from the feature of Social
Security that provides benefits to non-elderly survivors. Although African-American
children comprise about 16 percent of all children in the United States, they made
up 24 percent of the children receiving survivors benefits in 1996. African Ameri-
cans also accounted for 21 percent of the spouses with children who received sur-
vivors benefits. Benefits for non-aged survivors are one of the aspects of Social Secu-
rity most favorable to African-American workers.

Some studies have attempted to estimate Social Security's rate of return for Afri-
can Americans. The Social Security Administration’s (SSA) Office of the Chief Actu-
ary has assessed some of these estimates, such as those used by The Heritage Foun-
dation, as well as the methodology for reaching the estimates. The actuaries found
that the methodology was inaccurate and the estimates were wrong. Robert Myers,
a former Chief Actuary of SSA, also has sharply criticized Heritage's estimates as
fundamentally flawed and invalid.

Most of these studies faced a major limitation. They did not have access to the
one database on actual earnings records of workers and actual benefits of retirees,
the Social Security Administration’s Continuous Work History database. This infor-
mation is confidential and is not released to the public so that the privacy of work-
ers and beneficiaries will be protected. These data have been available only to
Treasury and SSA researchers. One study that had access to these data was con-
ducted by employees of the Treasury Department (Duggan, Gillingham, and
Greenlees). These researchers found that African Americans had a slightly higher
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rate of return from Social Security retirees and survivors benefits than the general
population. A second study by the Social Security Administration also used this
database and looked specifically at disability insurance. It shows that African Amer-
icans received substantially more benefits from Social Security Disability Insurance
in relation to the taxes they have paid than whites do. Thus, despite the shorter
life span of African Americans, aspects of the programs such as the progressive ben-
efit, early retirement and comprehensive insurance, offset the effects of higher mor-
tality rates for this community.

SOCIAL SECURITY'S PROTECTIONS FOR HISPANIC AMERICANS

Social Security also is of particular value to Hispanic Americans for another rea-
son. Hispanic retirees live longer, on average, than other Americans. The average
American who reaches 65 (including both men and women) will live an additional
17%2 years, while the average Hispanic reaching 65 lives an additional 20%2 years.
Those with a longer life span receive more monthly benefit checks from Social Secu-
rity. Furthermore, Social Security’s annual cost-of-living adjustment a feature most
private annuities do not have is of greater value for those who live longer.

Hispanic Americans thus benefit doubly from Social Security; they benefit both
from Social Security’s provision of benefits that keep pace with inflation and cannot
run out no matter how long one lives, and also from Social Security’s progressive
benefit formula, which ensures that individuals who earned lower wages and/or had
fewer years in the workforce receive larger monthly benefit amounts, in proportion
to the wages they earned and the taxes they paid, than other workers do. Since His-
panic retirees on average have lower wages and fewer covered years of employment
and also live longer than other workers, they receive benefit levels that return the
taxes they paid in fewer years than average retirees do, while also receiving benefits
for more years than the average retiree.

Hispanics consequently are one of the groups for which Social Security is most
beneficial. A recent Social Security Administration fact sheet notes that Hispanic
American beneficiaries “on average receive a higher rate of return on taxes paid.”
A recent analysis by the Deputy Chief Actuary of the Social Security Administration
explains that “a somewhat higher rate of return for Hispanic Americans is to be ex-
pected, based on the higher life expectancy for Hispanic Americans, and the fact
that Hispanic Americans have lower than average earnings.”

SOCIAL SECURITY’'S PROTECTIONS FOR WOMEN

Several factors within the Social Security benefit structure help to compensate for
the lower earnings of women. The benefit formula helps in two ways. First, the ben-
efit formula is made progressive by providing low-wage workers with a substantially
higher percentage of their pre-retirement earnings than higher wage workers. This
aspect of the formula favors women, since their wages are lower than men’s wages.
In fact, Social Security replaces 54 percent of the average lifetime earnings for the
median female retiree and 41 percent for the earnings of the median male retire.
The second way in which the benefit formula helps women is through the deter-
mination of the worker’s average wage over his or her work life. This average wage
is a critical part of the benefit formula. The average wage is the amount of earnings
to which the progressive formula is applied. In determining the average, five of the
lowest years of a worker's earnings (including years with no earnings) are elimi-
nated from the 40 years of earnings history that are reviewed. Since women are
more likely than men to have dropped out of the labor force or to have worked part
time, the elimination of the five lowest years helps to raise the average earnings
figure used to compute their Social Security benefits.

In addition to the progressive benefit formula, Social Security provides other com-
pensation to married women. A married woman can receive either a benefit based
on her own earnings history or a spouse benefit equal to 50 percent of her husband’s
benefit, whichever is larger. Although the number of women in the workforce has
grown tremendously since the 1960's, some 63 percent of women beneficiaries 65
and older receive benefits based on their husbands’ earnings records. Given the
longer life span for women, they also benefit greatly from the survivors insurance
component of Social Security. An elderly woman who outlives her husband can re-
ceive a survivors benefit that is based on her own earnings history or she can re-
ceive 100 percent of her deceased husbands benefit, whichever is larger. Approxi-
mately 74 percent of elderly widows receive benefits based on their deceased hus-
bands’ earnings. A woman is eligible for spouse and survivors benefit even if she
is divorced, as long as she was married for 10 years and did not remarry before age
62.
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Finally, the annual cost-of-living adjustment particularly benefits women due to
their longer life span. Without this annual increase in benefits, the buying power
of elderly women would decline substantially as they grow older.

As a result of these protections, women receive a higher rate of return from Social
Security than men. Data from the Social Security Administration indicate that
¥yomen pay 38 percent of the payroll taxes, but they receive 53 percent of the bene-
its.

THE NEED FOR REFORM

Although the Social Security System has clearly served as an important source
of income for the general population, including African Americans, demographic
changes necessitate reforms in the program to maintain solvency. The baby-boom
generation is aging and will begin retiring in large numbers after 2010. By 2025,
most of this group will be 65 or older.

Moreover, rising life expectancy will further increase the number and proportion
of the population that is elderly. The Social Security actuaries’ projections, reported
by the Social Security trustees, show the number of people age 65 and older will
nearly double from 34 million in 1995 to 61 million in 2025. During that period, the
proportion of the total population that is elderly will grow from 12.5 percent to 18.2
percent. There also will be a decline in the rate of growth of the working-age popu-
lation. As a result of these various changes, the ratio of workers to Social Security
beneficiaries will decrease from just over three-to-one today to two-to-one in 2030,
and remain at approximately this level through 2075, the last year of the actuaries’
Frqjections. At that point, the elderly will comprise 22.7 percent of the total popu-
ation.

Social Security payroll tax revenues currently exceed benefit payments and the
trust funds are accumulating assets. The demographic changes that lie ahead, how-
ever, will result in substantial increases in benefit payments in coming decades and
create an actuarial imbalance in the program over the long-term. The actuaries
project that the assets in the trust funds will be exhausted by 2034.

After 2034, the trust funds will be dependent entirely on payroll tax collections
for income. From that time on, Social Security will be insolvent because it will not
have sufficient annual income to make the full benefit payments to which its bene-
ficiaries are entitled by law. This does not mean Social Security will collapse at that
time and have no funds to pay any benefits; to the contrary, the problem is that
after 2034, incoming payroll taxes are projected to be sufficient to cover about 70
percent of the benefit payments, rather than 100 percent of these costs. Policy-
makers need to make policy changes that eliminate this shortfall.

DRAWBACKS OF SOME INDIVIDUAL ACCOUNT PROPOSALS

Some proposals to reform Social Security would be particularly disadvantageous
to people of color and women. Proposals to fully or partially privatize Social Security
by diverting payroll taxes from the Social Security trust funds to individual ac-
counts would have a detrimental impact on low-wage workers, people of color, and
women.

How is it possible for advocates of individual accounts that replace Social Security
benefits to claim that their proposals will benefit people of color , women and low-
wage workers? The answer is proponents of these accounts often fail to factor in the
costs and risk of such individual accounts when determining the rate of return for
the accounts. There are three such types of costs transition costs, the administrative
costs, and the cost to convert accounts to annuities.

If retirement benefits are privatized, the payroll taxes that are currently used to
finance Social Security retirement benefits will instead be deposited in individual
accounts. That will create a financing gap funds will be needed to fulfill the govern-
ment’s obligation to pay Social Security benefits to current retirees and those near-
ing retirement. Robert Reischauer, a senior fellow at the Brookings Institution, ad-
dressed this point in his statement at the White House Forum on Social Security
in New Mexico, July 27, 1998. “Whether we retain the existing system or privatize
it, this unfunded liability will have to be met unless we renege on the benefits prom-
ised to today’s elderly and near elderly. Dealing with the unfunded liability inescap-
ably will reduce the returns workers can expect on their contributions.”

Under a privatized system that diverts all payroll taxes into individual accounts,
workers would have to pay a new tax to continue financing the Social Security bene-
fits of current and soon-to-be retirees. As senior researcher Paul Yakoboski of the
Employee Benefit Research Institute has testified, “Because the current Social Secu-
rity system is largely pay-as-you-go, most of what workers pay into the system
funds today’s benefits. . . . [O]n top of paying current benefits, workers moving to
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a privatized system would have to pay 'twice’ for the benefits going to today’'s bene-
ficiaries and again to their own [personal] accounts.”

A study conducted by the Employee Benefit Research Institute incorporated tran-
sition costs into its calculations. It found that for workers who are 21 today and re-
ceive low wages, the rate of return would be lower under the individual accounts
options it examined than under all options it examined to restore long-term balance
to Social Security without individual accounts.

Administrative costs further reduce the rate of return for individual accounts. Ac-
counts that are designed like IRA accounts will result in significant administrative
costs and management fees, which would be paid out of the proceeds of the accounts
and consequently reduce the amounts available in those accounts to pay retirement
benefits. Moreover, additional costs are incurred when the funds in these accounts
are converted to lifetime annuities upon retirement.

Based on data on IRA accounts, two eminent Social Security experts Henry Aaron
of the Brookings Institution and Peter Diamond of M.L.T. have estimated that the
administrative costs for retirement accounts like IRAs would consume 20 percent of
the amounts that otherwise would be available in these accounts to pay retirement
benefits. They note that a 1-percent annual charge on funds in such accounts eats
up, over a 40-year work career, 20 percent of the funds in the accounts. The 1994-
1996 Advisory Council on Social Security estimated an annual charge of 1 percent
on the assets in privately managed individual accounts.

Furthermore, recent financial data indicate that a 1-percent annual charge is a
conservative estimate. In 1997, the average annual charge on stock mutual funds
was 1.49 percent of the amounts invested in those funds. In addition, Diamond has
noted that administrative and management costs consume approximately 20 percent
of the amounts in individual accounts in Chile’s privatized retirement system. Re-
search by Mamta Murthi, J. Michael Orszag and Peter R. Orszag showed that the
combination of these fees and annuitization costs eat up an average of 43 percent
of the funds in privatized retirement accounts in Great Britain.

Some of these costs are fixed-dollar expenses that do not vary with the size of an
account. As a result, such costs would generally consume a larger percentage of the
amounts in smaller-than-average accounts (and a smaller percentage of the amounts
in large accounts). This suggests these costs would, on average, consume more than
20 percent of the funds in the accounts of lower-wage workers. That is of particular
significance to African-Americans since, as a group, they receive lower-than-average
wages and would consequently have smaller-than-average accounts.

To these costs must be added the costs of converting an individual account to an
annuity upon retirement. The leading research on this matter indicates that an ad-
ditional 15 percent to 20 percent of the value of an individual account is consumed
by the costs that private firms charge for converting accounts to annuities. The Gen-
eral Accounting Office recently noted that “While individual annuities are available,
they can be costly especially relative to annuities provided through Social Security.”

Taking all of these costs into account both administrative and management fees
and the costs of converting accounts to annuities Aaron estimates that at least 30
percent and as much as 50 percent of the amounts amassed in individual accounts
similar to IRAs would be consumed by these costs rather than being available to
provide retirement income. (While the administrative cost would be lower for ac-
counts centrally managed similar to the Federal employees Thrift Savings Plan, the
cpst)would still be significantly higher than the administrative cost for Social Secu-
rity.

In addition to the costs of these individual accounts, there are some risks. Retir-
ees who are particularly lucky or wise in their investments could receive retirement
income from individual accounts that more than offsets their loss of Social Security
benefits. But retirees who are less lucky or wise, including those who retire and con-
vert their account to a lifetime annuity in a year the stock market is down, would
likely face large reductions in the income they have to live on in their declining
years.

A recent GAO report takes note of these issues. “There is a much greater risk
for significant deterioration of an individual’s 'nest egg’ under a system of individual
accounts,” the GAO wrote. “Not only would individuals bear the risk that market
returns would fall overall but also that their own investments would perform poorly
even if the market, as a whole, did well.

This is a concern for workers in general surveys have found Americans are not
very knowledgeable about financial markets and a particular concern for lower-wage
workers, who generally would not be able to afford as good investment advice as
individuals at higher income levels. Moreover, lower-income groups have less invest-
ment experience and would be more likely to invest in an overly conservative man-
ner because they could not afford to expose the funds in their accounts to much risk.
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African Americans, Hispanic Americans and women make up disproportionate
shares of the low-income population. As a result, they would be likely to receive a
somewhat lower-than-average return on amounts invested even while, as explained
above, they would likely pay an above-average percentage of their holdings in fees.

SHORTCOMINGS OF THE ARCHER-SHAW PLAN

Representatives Bill Archer and Clay Shaw recently introduced a Social Security
reform plan with individual accounts that attempts to address several of the limita-
tions previously noted. Under their plan, long term solvency would be restored,
beneficiaries would be guaranteed to receive the benefit levels to which current law
entitles them, and Social Security taxes would not be increased. However, there re-
main several shortcomings that have important consequences for people of color and
women.

The Archer-Shaw plan makes large transfers of general revenue to Social Security
that could place too great a strain on the rest of the budget for much of the next
half century. If most or all of the non-Social Security surplus is consumed by tax
cuts, as the Congressional budget resolution envisions (or by a combination of tax
cuts and upward adjustments in discretionary spending levels, as could result from
negotiations between Congress and the Administration), there would be only one
place from which the plan’s individual accounts could initially be funded the Social
Security surpluses. This evidently is what the plan’s sponsors have in mind.

After about 2012, however, the plan’s costs would exceed the Social Security sur-
plus. For several decades after that, financing the individual accounts the plan
would establish would result in substantial problems for the rest of the budget and
likely lead to large cuts in other programs, increases in taxes, or budget deficits.
The cost of the plan would be substantial in these years. The plan’s costs include
not only the cost of depositing funds into the individual accounts but also the cost
of higher interest payments on the Federal debt. (Higher interest payments would
have to be made because large sums would have been deposited in the individual
accounts rather than used to pay down the debt.) According to the Social Security
actuaries, the net costs of the Archer-Shaw plan the costs of the deposits into indi-
vidual accounts and the higher interest payments on the debt, minus the savings
the plan would produce in Social Security costs would run from $300 billion to $600
billion a year each year from 2016 through 2042.

With the Social Security surpluses no longer able to cover such costs and with
little, if any, surplus likely to remain in the non-Social Security budget in these
years because the baby boomers will be retiring in large numbers and costs for
health care programs and some other expenditures will be mounting accordingly fi-
nancing the individual accounts is likely to entail substantial tax increases or pro-
gram cuts if policymakers seek to avoid sizeable deficits.

Some of the programs that would be cut are likely to be programs that benefit
people of color and women. Thus, while their Social Security benefits are guaran-
teed, other programs of importance to their lives could be reduced.

The plan also raises equity concerns. The only group of retirees who could receive
an increase in government-funded retirement benefits under the plan would be
upper-income workers. Yet a broad array of Americans, including many of average
or modest means, might have to absorb cuts in other benefits or services or tax in-
creases to help finance the individual accounts after 2012.

Finally, there is a high degree of risk that the plan would lead over time to a
substantial weakening of support for Social Security. This is one of the plan’s most
significant weaknesses over time, it could undermine the system it seeks to save.
Under the plan, many middle- and upper-middle-income workers would receive only
a modest Social Security benefit, which would equal the difference between the an-
nuity payment from their individual account and the Social Security benefit level
to which they are entitled. Social Security would appear to provide little in return
for the 12.4 percent of wages these workers and their employers pay into the Social
Security system. As a result, higher-wage workers may become less supportive of
Social Security while low-wage workers remain reliant on the program. The univer-
sal support that the program now enjoys would be placed at risk.

Moreover, the plan could invite misleading comparisons. Many retirees would
likely compare the annuity benefit their individual account would provide which
would have been financed with annual deposits equal to 2 percent of their wages
to their Social Security benefit, financed with 12.4 percent of their wages. They
could conclude Social Security was a bad deal and the law should be changed to
shift large sums from Social Security to individual accounts. As a number of leading
Social Security analysts have written, however, such a comparison would be highly
misleading; it would ignore the fact that Social Security payroll taxes must finance
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benefits to previous generations of workers, pay for disability and survivors insur-
ance, and finance the provision of more adequate benefits to low-wage workers and
to spouses who spent years out of the labor force raising children, among others.
If the same amount of additional funding were provided directly to the Social Secu-
rity trust funds and allowed to be invested in a similarly diversified manner, the
Social Security trust funds would secure a higher rate of return than the Archer-
Shaw individual accounts, since the administrative costs of establishing and main-
taining 150 million individual accounts would be avoided.

AN ALTERNATIVE APPROACH

President Clinton has proposed an alternative plan to reform Social Security and
several aspects of the plan could be beneficial to people of color and women. In his
1999 State of the Union address, President Clinton proposed to transfer 62 percent
of the unified budget surplus to the Social Security Trust Funds. These funds would
be used to pay down the debt held by the public.

The President’s plan would also invest 15 percent of the trust funds in the equi-
ties. These investments would be overseen by a new independent institution outside
the executive branch that would be designed to be insulated from political pres-
sures. The equity investments would be limited to passive investments in broad
index funds. Investing a portion of the trust funds in equities markets would enable
Social Security to earn higher rates of return and meet its long-term obligations
without having to reduce benefits or raise taxes as much as would otherwise be nec-
essary.

If a goal of Social Security reform is to raise the rate of return to Social Security,
it is not necessary to create individual accounts to achieve this goal. Increased rates
of return are not the result of individual accounts; they are the result of advanced
funding (that is, setting aside the funds needed to pay Social Security benefits in
advance). By investing the Trust Funds in equities, advanced funding can be
achieved without the transition costs or administrative costs of individual accounts.

By contrast, the Archer-Shaw plan is structured in a way that renders it ineffi-
cient. The plan would transfer general revenues to individual accounts that would
be managed by Wall Street brokerage firms and other private fund managers and
enable these firms to take substantial sums out of the accounts in commissions and
management fees, only to have nearly all of the proceeds from these individual ac-
counts then transferred back to the Social Security trust funds to help pay Social
Security benefits. Based on the actuaries’ assumptions regarding these costs, the ad-
ministrative and management costs that would be paid on these accounts would
total approximately $350 billion over the system’s first 30 years, equaling $34 billion
a year by 2030 and larger amounts in years after that. It makes little sense to incur
costs of this magnitude.

A third component of the President’s plan is to commit 12 percent of the unified
budget surplus to the creation of USA Accounts. The President’s plan would pre-
serve the guaranteed benefit that is the cornerstone of the Social Security system
and would not divert any revenue from the trust funds. Furthermore, the USA ac-
counts are designed to be progressive in several ways. They are targeted to low- and
middle-income earners and their spouses. The government would contribute the
same amount of money ($300) to each worker’s account. This means the contribution
will represent a higher percentage of income for low-wage earners than for high
wage earners. And under this proposal, the government would also provide progres-
sive matching contributions to workers who add their own savings to their accounts
or to a 401(k)-type employer-sponsored plan. Low- and moderate-income workers
would receive a dollar-for-dollar match. This government match would be phased
down to 50 cents for higher-income workers until the income eligibility ends.

Not only do these accounts primarily benefit low- and moderate- income workers,
they incorporate the spouse protection feature of Social Security that would benefit
women. Spouses, both current and divorced, are eligible for USA accounts even if
they do not work outside the home.

This proposal would not alter the basic structure of the Social Security system
that has played such a vital role in the economic well-being of people of color and
women. At the same time, it would encourage savings using a design that targets
resources to workers who would benefit the most from an increase in their retire-
ment income.

Chairman SmiTH. Dr. Kijakazi, if |1 say it enough, | think I am
going to come closer every time.

We will stay pretty close to the 5 minutes for members and if we
have a chance to go around a second or third time, we will.
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Dr. Kotlikoff, let me start with you.

If we move ahead with your suggestion to move to a partially
privatized system, how would you accommodate the problems that
have been described? Would you make the system progressive, and
how might you do that for the disadvantage it might have to lower-
income workers?

Mr. KoTLikorF. | think that the concerns that were just raised
about the treatment of women and people of color under a
privatized system may arise under certain proposals, but not under
the plan that | have developed with Jeff Sachs, who is an econo-
mist at Harvard. Our plan has been endorsed by 65 top academic
economists, including three Nobel Prize winners.

Our plan would have people contribute 8 percentage points of
their 12.4 percentage point payroll tax to individual accounts. The
other 4.4 percentage points would be left to pay for the survivor in-
surance and the disability insurance programs. If you die early or
if you become disabled, you would still get the same Social Security
benefits you would otherwise get from those programs.

It is just the retirement portion of Social Security that would be
privatized. You and your spouse would contribute 8 percent up to
the covered taxable maximum, and that would be divided 50-50.
Each spouse would get the same size account. So you would have
protection for dependent spouses. Mothers who stay home with
children would have an equal-size account to the husbands.

The plan also has a matching contribution made by the govern-
ment, which is calculated on a progressive basis. So you can have
as much progressivity under our plan as you would like. All ac-
count balances would be invested in a global index fund that is
market-weighted, just like the S&P 500. All you need is a computer
to operate this fund, but you wouldn't be just investing in U.S.
stocks, you would also be investing in U.S. bonds and stocks and
bonds that are listed throughout the world.

Since our plan puts everyone in the same portfolio, everyone gets
the same fair deal and the same good deal that the marketplace
can deliver. Hence, the concern about some people earning higher
rates of return than others would be eliminated in our plan.

Between age 60 and 70 your account balances would be gradually
sold off every day on the market and transformed into an inflation-
protected annuity. This would protect older people from spending
their money too quickly. They would be assured of an annuity until
they passed away. If you died prior to age 70, anything that wasn't
annuitized at that point would be bequeathable to your heirs.

In contrast to our purpose, we now have a system where the chil-
dren of the poor end up not receiving any inheritances when their
parents die because all of the earnings of the parents are com-
pletely covered by Social Security and they are not able to accumu-
late any wealth for their old age.

The only issue left to discuss is paying for the benefits under the
old system. We would give people their accrued benefits when they
reached retirement—that is, the benefits they had earned under
the old system as of the time of the reform. For example, at age
65, Social Security would pay me benefits based on my earnings
record up through my current age, which is 49, with zeroes filled
in on my earnings record thereafter. They would treat me the same
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as if | were to leave the country right now and never contribute
another penny to Social Security. 1 would still get a benefit, which
is my accrued benefit at retirement.

So, in the aggregate, everybody is in the new system at the mar-
gin, but everybody gets their accrued benefits, and in the aggre-
gate, there is no new accrual of benefits under the old system. Now
paying off the old accrued benefits means paying off this time path
of benefits, which, declines to zero. How would we do this? The an-
swer is a business cash flow tax. In the long run, you would have
no payroll tax to pay for the retirement portion of Social Security,
but you would have a very vibrant, fair, progressive, protective sys-
tem for American workers that would be yielding a terrific rate of
return on the marketplace.

Chairman SmiTH. Ms. Olsen, do you have any specific sugges-
tions to accommodate the reduced benefits of private investment in
terms of the benefits collected by a nonworking spouse or a partial-
time-working spouse?

Ms. OLseN. Well, what you would have is a system called “earn-
ings sharing,” and there are some details on it in my paper. So, for
example, earnings sharing is a fancy way of saying that a husband
and wife would split their retirement income with each other, and
you can do it from the day that you get married. So, for example,
if 1 decide to become a stay-at-home wife and not work for the next
20 years or something, every time my husband’s payment would go
off into his account, half of it would go into my account. So | would
own my own account and he would own his own account, and in
that case, | could accumulate funds on my own.

In addition, if | reenter the work force at some point, which is
the most likely situation for most women, | would also be able to
start contributing to my account and divide it with him as well. So
both of us end up with significant pools of retirement income in the
end.

I wanted to address just really briefly this notion, when you
asked Larry about the progressive benefit structure and how you
would compensate for it. You wouldn't need to necessarily put a
progressive benefit structure in because the returns in a private
system are so much greater than you get from Social Security. The
reason you have to have a progressive benefit structure under So-
cial Security is because the money is not saved or invested for the
future. When you do that, you eliminate that need and people can
stand very independently with their own accounts.

Chairman SmiTH. Congresswoman Rivers.

Ms. Rivers. | have a couple of questions. One is a clarifying
question to Mr. Kotlikoff.

When you mentioned earlier that you would need an additional
4 percent, the numbers | have seen are 2.2 percent. Is the 4 per-
cent a product of delay, the longer you wait, the more you need?

Mr. KoTLikoFF. No. Social Security’s figure was 2.2 last year. |
think the more recent number is 2.07, given the more favorable
economic news. But the 2.07 figure is based on paying for the sys-
tem for just 75 years. If you ask Steve Goss, who is the Deputy
Chief Actuary at Social Security, to not truncate his analysis, but
rather to tell you how much it would cost to pay for Social Security
on an ongoing basis (because there are huge deficits in the year
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1976, 1977 and the year after), Steve will tell you the required tax
hike is double or more.

Ms. RiIVERs. So for perpetuity?

Mr. KoTLIKOFF. Yes. Let me point out that right now we are 16
years beyond 1983. Back in 1983 when Robert Dole and others,
quote, “saved Social Security,” they only looked 75 years into the
future. But there were huge deficits in the outyears back then.

Since 1983, we have brought those big deficits into our current
75-year window. So if you really want to solve this problem, you
have to solve it once and for all. You can’'t do so by forecasting
based on a truncated horizon.

Ms. RIVERs. Unless the human genome people we talked to a few
times are correct, we are all going to live to be 130 years old, and
then nobody’s plan is going to work.

Mr. KoTLIKOFF. Good news, bad news. It would be tough to work.

Ms. Rivers. The other question | have is, to go back to the pro-
gressive structure, both Ms. Olsen and Dr. Kotlikoff spoke to it. Be-
cause at some point, Mr. Kotlikoff, you talked about the fairer sys-
tem, a fairer system. And one of the hallmarks of the system has
been that people at the lower end actually draw more recognition
that they will need more to live on. And even though the argument
is that you will get tremendous returns, we had a progressive sys-
tem built in when people were getting three times or four times
what people put in. From the very beginning, there has been a pro-
gressive structure. So | don't think it is based on what the return
is going to be; there is a recognition of the people at the lower end.

What happens to them?

Mr. KoTtLikorr. Well, in our proposal you would have the govern-
ment providing a progressive matching contribution. The first so
many dollars would be matched at a certain rate, and the next so
many dollars would be matched at a lower rate, and the next would
be matched at an even lower rate. This would provide a progressive
match, just like the President’'s USA accounts proposal.

By the way, | forgot to mention, our plan calls for the govern-
ment to make contributions on behalf of the disabled, so they
would be protected as well. Again, we have as much progressivity
as you would like to design, we have protection for dependent
spouses, we have everyone earning the same rate of return, and we
have this done on a large enough scale so it is all very inexpensive
in terms of the transactions costs. Since everybody is invested in
the same portfolio, one could buy that from your local investment
company at a very low, competitive rate. Alternatively, Congress
could just run the whole thing through the Social Security trust
fund and let it play the Provident Fund and manage these ac-
counts. Bear in mind though that there is basically no management
to be done. It is just investing with the computer.

Ms. Rivers. The ongoing costs that the government would con-
tinue to provide matching for lower income, paying fully for dis-
abled, would those be a product of payroll taxes?

Mr. KoTLikorFF. Under our plan, we are calling for a business
cash flow tax that would probably start around 8 percentage points
and go down through time to probably around 2 or 3 percentage
points. It would pay for the benefits under the old system that have
been accrued, that you still have to pay off; and it would also pay
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for contributions for this progressive match and also contributions
on behalf of the disabled.

Ms. RiIvers. So that, essentially, employers would continue to
bear the same burden they have up until now?

Mr. KoTLIkoFF. No, the burden on workers would fall because
their 8 percentage point payroll tax is now going to be private sav-
ing into their private account. They are going to get a tax cut.
However, they and everyone else are going to pay this business
cash flow tax, which is effectively a consumption tax. But this is
a broad-based tax, so the middle class and rich elderly, as well as
the workers, would be paying this consumption tax.

On balance, the burden on young workers would actually be
lower in moving to this kind of a tax structure. The poor elderly
would be completely insulated because they are living off of Social
Security. Those benefits are indexed to the price level, so their pur-
chasing power is completely protected under our plan. It is just the
rich and the middle class elderly that would, in effect, have to pay
this consumption tax.

Ms. Rivers. Ms. Olsen, one of the questions | had is regarding
the inequities you mentioned, and you gave several, but the one
that stood out was women, because even though women may draw
at a lower rate, isn't it in fact true that women live longer and
therefore may draw, in fact, more than men do from the system?

Ms. OLSEN. Yes, absolutely.

Ms. RiIVERs. So what is the inequity?

Ms. OLsSeN. The problem is that what happens under the dual
entitlement rule is that you can pay payroll taxes for 40 years and
get nothing in return. Instead, you get a benefit based on being a
spouse.

If you look at the alternative to that, which would be a personal
retirement account, every dollar that you earn would work for you,
regardless. So in other words, under a private system you would
utilize that, all your years of contributions would actually work for
you, whereas in the present system, they are sort of tossed away.

Ms. RIVERS. The inequity is between what you would draw under
the current system versus what you project someone would draw
under a privatized system? Is that the inequity you are talking
about?

Mr. KoTLikoFrr. Could | just respond? Let me put an economist’s
spin on this.

I would say that the way to think about this is that at the mar-
gin, women In this situation aren’t getting anything back, so the
inequity is that they face a higher marginal tax rate. On the other
hand, their average tax is lower under the system. So women are
being given something for doing nothing, but then they are being
told, “if you work, you are going to pay, all together, 15.3 percent
of your pay to Social Security and Medicare, and at the margin get
nothing more back for that contribution.

Ms. Rivers. But since she has the choice of the benefits that are
directly reflective on what she has done as a worker or those as
a spouse, she could choose the higher.

Mr. KoTLIKoFF. It is not inequitable in the sense of the total ben-
efit or average benefit, but it is inequitable in terms of the incen-
tives that people face to work. You are telling women, if you work,
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you lose this part of your wages and you get nothing back in re-
turn.

Chairman SmiTH. The gentlewoman'’s time has expired.

Mr. Herger.

Mr. HERGER. Thank you, Mr. Chairman.

Ms. Kijakazi, you indicated, and | believe indicated correctly,
that the Clinton proposal would reduce the government's interest
costs; however, CBO has shown that the public debt would increase
dramatically under the Clinton plan. Wouldn't we have to pay in-
terest on all of that debt as well?

Ms. Kiaakazi. My understanding is that the public debt is what
is being reduced. The only portion that is not being affected is the
debt within the government, so it is the public debt that is being
reduced and the interest on that public debt is being reduced.

Mr. HErRGER. Right. But interest on the government debt being
increased far more, or transferring from public debt, which | be-
lieve is a positive thing, but I believe it is only a part of the equa-
tion.

The other part of the equation is the tremendous amount of debt
that is government debt that ultimately is owed by our children
and grandchildren and those who come after us. | just would like
to, if 1 could, clarify that somehow we are not forgetting or negat-
ing that debt as though somehow it doesn’t count, or that somehow
our Nation and our children aren’t going to have to pay for that.

Ms. Kisakazi. | think what you are referring to are the credits
to the Social Security trust fund.

Mr. HERGER. Right, correct.

Ms. Kiiakazi. That would be in the form of Treasury securities,
and—

Mr. HERGER. 10Us.

Ms. Kiaakazi. And to date, the government has never defaulted
on any of its Treasury securities, for Social Security or bonds held
by the public.

Mr. HERGER. Who would pay for that? Why is that true? Where
does that money come from?

Ms. Kiaakazi. As benefits need to be paid, the Treasury securi-
ties are redeemed by the Treasury using incoming revenue.

Mr. HERGER. But the point is, they are redeemed by somehow
going into debt, by somehow—the ones who ultimately owe it, and
I am very concerned, because it seems like every time we go
through this, we kind of go over that very quickly as though it
doesn’'t count.

But the fact is, we are trading present debt, which is public debt,
we are trading that for future debt which will—in which the only
ones that will pay for that will be future taxpayers. There isn't any
company or any business that somehow is making money to gen-
erate paying for that. It is only taxpayers. That is the only point,
I believe, that is crucially important that we make at the same
time we make the fact of the positive gain, which—I do believe it
is positive, of reducing public debt, reducing the debt which helps
to lower interest rates.

But it is not like it doesn't count, and that is the only point |
would like to make.
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Ms. Kiiakazi. Yes, and the point that | was attempting to make
is that through the President’s plan, the surplus is being preserved
by paying down the debt, as opposed to using the surplus for addi-
tional spending or for tax cuts. Reducing the debt creates savings
by reducing interest payments. These savings can be used to help
meet future fiscal demands, especially when the baby boom genera-
tion retires.

Mr. HERGER. Right. But again, that is only less than half of the
equation. The other more than half of the equation is, we are creat-
ing this huge government debt that is owed by our children and
our grandchildren to be paid through taxes.

Let me move on to another question, and that is just a—the
present, or at least—I don’'t want to word this in the wrong way,
but I gather from your testimony that our present Social Security
system, what is so important with it is that we do pay the women,
I believe you mentioned, and minorities, people of color, I think you
mentioned that they are getting—I don’t want to put words in your
mouth, 1 am trying to think back as you said it. Percentage-wise
were you saying that they are receiving a——

Ms. Kiiakazi. Women receive 53 percent of benefits as a result
of the progressive benefit, the spouse benefit, survivor's benefits,
their longer life expectancy, and the cost of living adjustment.

Mr. HERGER. And the point being you are receiving a higher per-
centage than some of the others are receiving. Is that correct?

Ms. Kiaakazi. Women receive a higher percentage of the benefits
from Social Security than men, yes.

Mr. HErRGER. Right. Therefore, the way the Social Security is
working, at least in that aspect, is a positive.

Ms. Kiiakazi. Yes, there are protections for women.

Mr. HERGER. OK. Having established that and just going back to
that, what is your feeling of the proposal that just came out by
Chairman Archer of Ways and Means and Chairman Shaw in
which they would preserve Social Security the way it is, but add
to it a system of independent accounts that, unlike the President,
where the government would own them?

And to some extent, they are somewhat similar, but to another
extent they are very, very different, in that the individuals would
own it, which would be above and beyond what was going into So-
cial Security to benefit them. And they would be guaranteed at
minimum the Social Security that they have now.

What would be your thoughts on that proposal as something
being offered to help this incredible problem we have now of run-
ning out of money in 2013 or 2014?

Ms. Kiaakazi. There are several shortfalls that we are concerned
about. One has to do with the funding. If, as the budget resolution
envisions, the non-Social Security budget is used for tax cuts, that
leaves an amount equivalent to the Social Security portion of the
budget to fund these individual accounts.

Mr. HERGER. | believe that would be part of the tax cut, that
would be a part of the tax cut.

Ms. Kiiakazi. And the rest of the funding for the——

Mr. HERGER. That would be in excess of and not including the
surplus of Social Security, so it would be—in other words, 100 per-
cent of Social Security would be saved or lock-boxed or however you
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want to term it, and then it would be above and beyond that of a
surplus that would go to that. | believe that is how the rec-
ommendation is meant to work.

Ms. Kuakazi. My understanding is that the Archer-Shaw plan
would use general funds to fund these individual accounts, and if
the non-Social Security portion of the surplus is set aside for tax
cuts, that leaves an amount equivalent to the Social Security sur-
plus to fund these individual accounts.

Estimates show that the cost for the Archer-Shaw plan would ex-
ceed the Social Security surplus around 2012. Thereafter, funds
have to come from large cuts in other programs, tax increases, or
budget deficits. In order to continue funding these individual ac-
counts it is likely that cuts will be made in discretionary programs,
many of which are beneficial to people of color and women.

A second concern is that these accounts would not be sustainable
and that they would undermine universal support for Social Secu-
rity. If, as the plan is designed, Social Security benefits are reduced
by $1 for every dollar that is in these individual accounts, then in-
dividuals who have the largest accounts, which would be the high-
wage earners, would be getting back very little from Social Secu-
rity, while lower-wage earners who have smaller accounts would be
getting back the bulk of their retirement income from Social Secu-
rity.

Chairman SmiTH. Dr. Kijakazi, | am going to excuse myself and
interrupt you, because the gentleman’s time has expired.

Mr. Bentsen.

Mr. BENTSEN. Thank you, Mr. Chairman.

Dr. Kotlikoff, if I understand the proposal, you would fund the
transition costs with an 8 percent consumption tax that would
theoretically decline over time, and you would also deduct the 6.2
percent, or the employee half of the payroll tax, from private ac-
counts. Would the employer side, the employer’'s 6.2, remain in
place as well?

Mr. KoTtLikorr. Well, the 8 percentage point contribution could
be divided 4 and 4, between employers and employees.

Mr. BENTSEN. And the 4 points would stay in place?

Mr. KoTLikorF. Well, yes, 4.4 would stay in place to pay for DI
and Sl. Those programs would stay in place.

Mr. BENTSEN. So to fund the transition is an 8 percent consump-
tion tax?

Mr. KoTLikorF. We'll see some good economic news and some fis-
cal improvement, so in terms of the government's cash flow, it
might not need to be 8 percent. We haven't actually done a serious
costing out. Maybe it is 6 percent.

You may be able to get some general revenues to help pay for
the transition as well.

Mr. BENTSEN. And then you talked about progressive structure.
There would be a base benefit?

Mr. KoTLikorFF. There would be a matching contribution, which
would be structured on a progressive basis. So if you didn’'t contrib-
ute anything, there would be no matching contribution. But the
government would contribute on behalf of the disabled. The govern-
ment would also require people who are unemployed to contribute
8 percent of their unemployment checks to the program.
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But to return to your question, if you are a low-income worker
and you put in your contribution, the government is going to pro-
vide a matching contribution, which is going to be a larger percent-
age for you than for a high-income person.

Mr. BENTSEN. So there won't be just a base benefit. It would be—
you would have the 4 percent that is paying a base disability bene-
fit or survivor’s benefit in the event that you utilize that?

Mr. KoTLikoFF. If you become disabled, yes. | wouldn’t eliminate
the SSI program.

Mr. BENTSEN. And the 8 percent, your benefit then would be
whatever the return is on your 8 percent at the time of retirement,
converted into an annuity. So if it was—if you did well, then you
get a good benefit; if you didn't do well, you——

Mr. KoTLIKOFF. Remember, everybody is going to do the same
because everybody is in exactly the same portfolio, which is a glob-
al—

Mr. BENTSEN. But if it is 8 percent of $20,000 versus 8 percent
of $64,000, then the cross-subsidy that occurs right now would be
eliminated. Because a person with 8 percent of $64,000 would have
a larger core, so they would have greater—you know.

Mr. KoTLikoFF. Somebody earning $64,000 would get a larger
Social Security benefit today than somebody earning $20,000. But
the matching contribution would be a bigger deal for the low con-
tributor under our proposal, because the match is going to phase
out once your contribution gets large enough. So the first so many
dollars is matched at X percent per dollar; the next so many dollars
of your contribution is matched Y, where Y percent is lower than
X percent.

Mr. BENTSEN. And Ms. Olsen, under the Cato—or your concept,
rather, |1 guess—there would be no—you wouldn't get involved in
this progressive match concept. It is just whatever it is, is.

Ms. OLsEN. Right. What we would do—well, first of all, when you
talk about a progressive benefit structure, the whole argument is
based on this idea. It depends on what your goal is for a progres-
sive benefit structure. If it is to redistribute income, then | under-
stand where you are coming from.

Mr. BENTSEN. Let me interrupt real quick, because that is an im-
portant thing. Is your goal rate of return, or is it a social insurance
system?

Ms. OLseN. My plan—well, the Cato plan or the Cato plans actu-
ally do both. Because there would be a Federal guaranteed safety
net that you could set at the poverty level or higher, so that you
could ensure that no worker ever retires in poverty, which you
don’'t do under Social Security; in that sense, that is a social insur-
ance plan.

In the sense that you are allowed to diversify your portfolio and
get returns from the market, you are also increasing rates of re-
turn, which is also met by the plan obviously.

Can | go back really quickly to say that if your goal is to redis-
tribute income, | understand why you want a progressive benefit
structure; but if the goal of a progressive benefit structure is to en-
sure that nobody lives in poverty or to lift the lot of the lower-in-
come workers, Social Security does a terrible job of that, and what
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will do better is to allow people to save and invest their funds, so
you don't need it at that point.

Mr. BENTSEN. My time is running out, so let me ask you this.

We know that the 8 percent tax is something—maybe 7 percent,
something we need to think about. But I mean, on this other plan,
if it is so great, why haven't we done it other than our own inepti-
tude? | mean, surely somewhere there is a catch.

I don't think the market return is going to be that great. Do you
assume the transition costs? An 8-percent tax is a pretty hefty
transition cost, | think. Somewhere else there has to be a transition
cost. Somewhere—and we discussed this last week, somewhere,
somebody gets a lower benefit; and again that is something we are
very concerned about at this end of the equation, because we tend
to hear from those folks.

I mean, who is it? What is the transition cost? Who gets the
lower benefit? Or does no one get the lower benefit, everybody gets
a bigger benefit, and if so, we can sign up tomorrow.

Ms. OLseN. The way we look at it is the way that Milton Fried-
man looks at it, and that is, Social Security has run up a $9 trillion
unfunded liability. Now, you can either make good on that promise
Or you can renege.

What we are saying is that by switching to a private system that
is invested, you can stop running up that debt and then you can
figure out how to pay it. All you are doing is making it explicit. You
are not adding any new debt, and in fact, you are reducing future
debt by doing it. You can finance it any number of ways.

Mr. BENTSEN. | understand that, but my question is, how are you
proposing that we finance it? Who has what share that they are
having to pay? Because at the end of the day, that share is real
dollars out of somebody’s pocket somewhere. | think that is the key
answer that, you know, politicians are going to want here.

Ms. OLseN. The way that we would do it would be to spread the
costs as much as possible. So we would issue a lot of new debt, we
would cut corporate welfare and things like that. We have three or
four different transition plans that | would be happy to supply you
with.

Chairman SmiTH. The gentleman’s time has expired. Maybe we
can get another short round.

Mr. Ryan.

Mr. RYAaN oF WiscoNsIN. Thank you, Mr. Chairman.

One of the benefits of sitting at the end of the table is, |1 get to
hear people’s names repeated many times, so | think I have it
down.

Ms. Kijakazi, | wanted to go back to something you just said in
your last moment of testimony, where you analyzed the Archer
plan and suggested that the Archer plan would be detrimental to
women and minorities, not because of its design, but because of its
funding stream.

I think you were accurate in saying that our surplus streams are
different. The surplus stream is very big from Social Security sur-
pluses and that dries out in about the year 2014 and our on-budget
income tax surplus stream grows. So if we are putting up a perma-
nent funding structure for a 2 percent private account system, as
you suggested, that may dip into the on-budget surplus.
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Is that what you suggested? Is that correct?

Ms. Kiaakazi. My statement was that the budget resolution envi-
sions using the on-budget surplus——

Mr. RyaN oF WiscoNsIN. When they have to be tapped?

Ms. Kiiakazi. No, the on-budget surplus would be used for tax
cuts. That leaves an amount equal to the Social Security surplus
to fund the individual accounts proposed by the Archer-Shaw plan.
Once that Social Security surplus is gone, then it is likely that dis-
cretionary programs will be cut to fund the individual accounts.

Mr. RyaN orF WisconsIN. You have to have the money some-
where to pay for that. So your point that it is detrimental to
women and minorities is the assumption that the monies that will
be cut in the year 2015 are programs that are aimed at serving
women and minorities, so it is kind of a political projection that in
the year 2015, they are going to go after those programs, not other
programs.

Ms. Kiaakazi. That among the programs that would likely be cut
are programs that are beneficial to women and people of color.

Mr. RyaN oF WiscoNsIN. So this is not concrete, more of a specu-
lation?

Ms. Kiiakazi. That is right. This is one of the concerns that we
have about the Archer-Shaw proposal.

Mr. RyaNn oF WiscoNnsIN. | would like to go back to something
else.

I have noticed that we have had conflicting testimony as to So-
cial Security’s treatment of women and minorities, and different re-
form plans, but in the current system.

I would like to ask each of the panelists to take a look at each
of the panelist's testimony and talk about how your data refutes
the other person’s data. Because listening to the three of you, | am
hearing some conflicting evidence. It sounds like there may be ap-
ples-versus-oranges types of comparisons.

I would like to readdress the issue of, now that you have had the
benefit of listening to each other’s testimony, is Social Security a
bad deal for all people? Is it a bad deal for women? Is it a bad deal
for minorities? Or is it a good deal with respect to other programs?

And under personal investment account systems, is it a better
deal for these groups we are talking about?

I would like to start with you if I could.

Ms. Kiaakazi. Thank you. | would very much like to address that
point.

I think | have cited data that indicate that Social Security is a
good deal for women. Women pay in 38 percent of the payroll taxes,
but receive 53 percent of the benefits. African Americans receive a
slightly higher rate of return than the general population.

Mr. RYaN oF WiscoNsIN. Related to life expectancy issues?

Ms. Kiiakazi. For Hispanic Americans or African Americans?

Mr. RyaN oF WiscONsIN. Both.

Ms. Kiiakazi. For African Americans, it is because of the pro-
gressive benefit, early retirement benefits and the disability and
survivors' insurance.

For Hispanic Americans, it is because of the progressive benefit,
their longer life expectancy which means they receive Social Secu-
rity benefits longer—with cost of living adjustments.
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Now, in terms of individual accounts, what is not being said here
is that when you invest, there is a chance that you will lose some
or all of what you have invested. There is no mention being made
of this.

Mr. RYaN oF WiscoNsIN. Are those comments directed toward
plans that do not have a guaranteed benefits premise or safety net
put in place in those?

Ms. Kiiakazi. Yes.

Mr. RyaN oF WisconsIN. So they are not directed toward the
plans that do have a guaranteed benefits system?

Ms. Kiiakazi. Yes.

And | have another comment concerning the plans that do have
this guaranteed system.

Mr. RyaN oF WiscoNsIN. OK.

Ms. Kiiakazi. With respect to the proposals to which Ms. Olsen
has been making reference, some people will be winners. Are those
winners likely to be low-wage earners? No, for several reasons.
Low-wage will have smaller accounts. Women and low-wage work-
ers tend to invest more conservatively—this is logical because they
cannot afford to lose any of their money. Low-wage earners have
fewer resources to purchase good investment advice. Finally, under
these accounts, it is not clear that spouses, especially divorced
spouses, will receive a share of the individual accounts.

Regarding earnings-sharing, a proposal that was also made by
Ms. Olsen, there was a study done in 1988 by the Center for
Women Policy Studies that indicated that there would be an equal
number of women getting fewer benefits than they do under Social
Security, as there would be people gaining from earnings sharing.

Mr. RyaN oF WiIscoNsIN. Since my time is running out, 1 would
like to ask the other panelists to comment on that data that we
have been hearing as well.

Mr. KoTLIKOFF. Let me just say that | think there is no chance
that the system that | am proposing would deliver as bad a deal
as the current system does to postwar Americans. If you look at the
market’s rate of return over any 30-year holding period, it has been
a very big, positive number. I am talking about holding not just
U.S. stocks, but global stocks and global bonds as well.

So there is just no chance really that you could get a system that
is going to pay less than 2 percent, which is what the current sys-
tem—well, it is really probably going to be 1 percent if we continue
to go along the way we are going and have a payroll tax hike,
which is going to have to happen.

If you look at table 5 of my testimony, you will see what | think
is the answer to your question, Congressman, about how Social Se-
curity is treating different groups under current law. To brag just
a little bit, I think this is the most extensive study of Social Secu-
rity’s treatment of America’s workers that has ever been done, be-
cause it is the only one that has been done based on a microsimula-
tion analysis. It takes into account all of the various benefits under
OASI—survivor, mother, father, children’s benefits, earnings test-
ing, early retirement benefits, etc. We nearly bugged the Social Se-
curity actuaries to death getting all the details right.

What you find is that women do do a lot better in terms of inter-
nal rate of return than men, but even the women are earning less
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than the 3.9 percent you could earn buying a long-term Treasury
bond protected against inflation.

You find that nonwhites do slightly worse in terms of rate of re-
turn than do men. That is a difference with Dr. Kijakazi's perspec-
tive, that nonwhites do appear to be doing worse in terms of rate
of return, even taking into account the progressivity and other fea-
tures of the system.

The noncollege educated do not do as well as the college edu-
cated.

The lifetime poor do a lot better than the middle class in terms
of rates of return and certainly than the lifetime rich.

The basic story however is that none of these rates of return is
around 4 percent, and that is what you can get in the marketplace
today with perfect assurance. That is because we are locked into
paying off the liabilities of the old system.

The only way we are really going to help our kids in the long
run—and that means poor with the male kids, poor nonwhite kids,
and poor female Kkids as well in the future—the only way we are
really going to help them is to limit their fiscal burden and to limit
the liabilities on them; and the privatization in the manner that |
am proposing would certainly do that.

Chairman SmiTH. Moving on to Representative Clayton.

Mrs. CLAYTON. Thank you, Mr. Chairman.

I want to thank you for having this hearing. This is an area that
I care a lot about, and I am remiss that | haven't propounded my
questions more thoroughly. But let me just ask—and | know | am
going to have difficulty with these names; | haven't been around
long enough to get the names straight.

Ms. Kijakazi, | wondered if your response that women, minorities
and children were doing better in Social Security, which | believe
and have been persuaded they are, is based on the fact that the
safety net isn't based on the rate of return; the safety net is based
on its longevity rather than its percentage of return.

Ms. Kiuiakazi. It really has to do with Social Security being a
comprehensive program. Social Security is not just the retirement
program from which elderly are benefiting. Social Security includes
disability and survivors’ benefits, as well as retirement benefits.

The study that | referred to was conducted by employees of the
Treasury Department who had access to actual earnings and bene-
fit data, so they could look at the actual rate of return received by
workers. These researchers did not need to use microsimulation,
which make use of estimates and case study examples in order to
try to determine what the rate of return might be. The Treasury
Department researchers used the actual data on workers, retirees,
and survivors.

Mrs. CLAYTON. Is that based on—Ilet me get—now, Dr. Kotlikoff
just said that his proposal obviously is referring to table 5, and
would enhance the return for, supposedly, female babies who will
be at the age of the transition. And he is doing rate of return, and
of course he bases his rate based on income, more income—you put
in more, you get a better rate.

What | am persuaded to believe is that Social Security has been
a safety net for those at the end of the income spectrum when
there will be no other retirement. | could not participate in my hus-
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band’s retirement, other than his life benefit right now. But yet if
my husband dies and | survived as a spouse under Social Security,
there is a commitment.

Mr. KoTLIKOFF. That is extremely important.

Under my plan you would get your survivor benefit because we
do not change the survivor part of Social Security. Under my plan,
you would get those benefits.

You would also have your private retirement account, which
would be paid out in the form of an annuity which would continue
as long as you live; and it would be indexed against inflation, just
like Social Security retirement benefits.

So my plan, | think, would provide more protection for survivors.

Mrs. CLAvTON. | like the new plan, so | am trying to figure out
how we would keep—the plan that | like is the one that | have the
privilege of participating in with the government. It just allows you
to take the max and it goes out and you can select or whatever.

But at the same time, | don't think in this plan | have, other
than the fact | make a will and say where my net income will go—
how does yours differ?

Ms. Kisakazi. If 1 could just jump in for a moment, one of the
problems, and I haven't had a lot of time to study Dr. Kotlikoff's
plan, but just in listening to him, one of the things that he does
not seem to be doing is deducting the transition costs from the rate
of return that he has cited. That is an incorrect way to cite his rate
of return. The transition cost must be deducted before he gives the
actual rate of return. The administrative costs must also be de-
ducted from the rate of return.

Mr. KoTLIKOFF. Let me respond to that. |1 think our proposal is
the only one that is really honest about the transition costs. We are
coming out front and center saying, you need to have a way to pay
off the benefits under the old system; and our plan is not doing
that surreptitiously by cutting people’s benefits under the old sys-
tem and saying, you are going to lose so many benefits based on
how you do with your private account.

We say, we are going to give you your full, accrued benefits but
you are going to pay for that through a consumption tax that ev-
erybody, young and poor—well, not the poor elderly, but everybody
but the poor elderly would contribute to.

So when | say that in the long run, our kids and the next genera-
tion of kids are going to get a full market rate of return, it is after
that transition. So you are right that during the transition, there
are some real costs, but our plan is the only one that is honest
about those costs, about all of us having to pay off the old benefits
through a consumption tax.

Ms. Kiiakazi. And the transition period can be——

Mr. KoTLIKOFF. Forty-five years.

Ms. KiiakAazi. Yes, it is a long time.

Mrs. CLAYTON. Administrative costs wouldn't be as costly as
transition costs, but | gather what you are trying to make sure
there is a safety net, and so your transitional cost is to make
that—

Mr. KoTrikorr. Under my plan, there are Sl, DI programs; the
government is contributing to private accounts on behalf of the dis-
abled; there is progressivity Iin terms of matching contributions;
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there is earnings-sharing, contribution-sharing so that nonworking
spouses are protected. There is lots of social protection. There is
every important element that anybody who really loves Social Se-
curity thinks is essential to maintain.

Mrs. CLAYTON. How much does your plan cost? Have you esti-
mated?

Mr. KoTLikoFF. The real cost is that you are having a consump-
tion tax which might be somewhere between 6 and 8 percent. The
tax rate is going to decline through time. Also, bear in mind that
you are eliminating a payroll tax or a component of a payroll tax
and replacing it with a consumption tax.

Mrs. CLAYTON. It is a consumption tax across the board, or like
a sales tax?

Mr. KoTLikoFF. It is effectively the same as a sales tax, but
again the poor elderly would be protected because they are living
off of Social Security and those benefits are CPI indexed, so their
real purchasing power is insulated. Suppose Steve Forbes has a
birthday party and has a yacht trip, like his dad did, around New
York City and spends $3 million on one party. Under our proposal
he would pay a huge tax, 8 percent of that $3 million on that one
party. So it is really the rich and the middle class elderly who
would be asked to help younger people contribute to paying off this
collective problem.

Ms. Kiaakazi. There is one other point that | would like to ad-
dress and that has to do with the disability insurance program.
Funding for disability insurance is going to run out sooner than
OASI. It is projected to run out in 2022.

You are saying that you would protect disability benefits, but
there has to be a way of funding those benefits once the disability
insurance fund runs out. Once the fund is exhausted, disability
benefits would have to be reduced or taxes would have to be raised.
If disability benefits are cut, then low-wage workers will be least
able to afford to go out into the private sector and purchase disabil-
ity insurance to make up the difference.

Chairman SmiTH. | don’t think Dr. Kotlikoff would agree that
those benefits—just a short response.

Mr. KoTLIkoFF. | think the bottom line is we have a very major
intergenerational problem here which is being obfuscated by the
kind of government accounting we are doing. The real impact of the
President’'s proposal is to lead us to think that we don't have to do
anything to really get our long-run shop in order. That is really
what is going on.

We are not really doing major Social Security reform, or major
Medicare reform, to deal with the impending fiscal disaster that we
have set up.

Chairman SmiTH. We welcome to the dais Mr. Gil Gutknecht, a
Congressman from Minnesota and a member of the Budget Com-
mittee.

Mr. GUTKNECHT. Thank you, Mr. Chairman.

I really haven't heard enough of the testimony to ask a particu-
larly intelligent question except to say that | have been having
hearings around my district, and | have made presentations to
high school students, to college students. As a matter of fact, this
weekend | made a presentation to about 150 senior citizens, and
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as | listened to the ending part of this testimony and some of the
responses to some of the questions, | am reminded of a story that
is told by one of the comics, Rodney Dangerfield.

He comes home one night and his wife is packing. And he says,
Is there something wrong, dear? And she says, | am leaving. And
he says, Is there another man? She looks at him and says, There
must be.

When 1 look at where we are with Social Security, | really do
think it is a matter of generational fairness or generational equity,
and | think we have to be honest and say that there must be a bet-
ter system than we have today, because what we are doing today
is, we are literally guaranteeing, if we don't make some changes,
that we are going to pass on to our Kids obligations to take care
of us that they will not be able to take care of.

This is fundamentally flawed. This is not—in fact, | think we
have all participated to a certain degree politically. We have
demagogued the issue to a sense that—we talk about the Social Se-
curity trust fund; “trust fund” has a nice sound to it. | mean it has
trust and it sounds like there is a fund.

We have really been too slow to be honest with ourselves and
with the American people, and particularly with our Kids, that it
is a pay-as-you-go system, OK? And long-term—you know, | was
born in 1951, there were more kids born in 1951 than any other
year. | am the peak of the baby boomers.

So we have to come up with a whole new system. We have to fig-
ure out a way to create some generational fairness. | don't know
how you do that without somehow incorporating a way to get better
than 1.9 percent real rates of return on the money.

And so | am not certain what the perfect answer is, and | am
delighted that we have real experts. I am going to look forward to
looking through the testimony and particularly some of the charts
and studies, because it seems to me we need to bring together some
of the best minds in the United States.

We need to be honest, we need to look at the problem, and I
think over the next year or so, perhaps we can come up with a bet-
ter solution than we have today. Because today what we have on
the table, it seems to me, is a prescription for disaster. It is a little
like the Y2K problem. We know it is coming; we know about when
it is going to start to really become a serious problem, and we have
been given, by the grace of God, about 11 or 12 years to come up
with a solution. But we need to make that solution now.

So | don't really have a question, but | appreciate these hearings,
and | have taken more time than | should.

Mr. RyaN oF WiscoNsIN. Will the gentleman yield?

Mr. GUTKNECHT. | think it is important that since this is a hear-
ing that is on the record that we talk about and reveal the actual
numbers and statistics with respect to debt reduction that have
been achieved with the various different plans we have talked
about. I know we have been talking about the President’s plan. |
think it is important to note that the budget resolution that this
committee passed, and passed in the House and the Senate,
achieved $450 billion in additional debt reduction than the Presi-
dent’s plan does, and that, in fact, the President's plan leaves us
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with a resulting budget debt, debt held by the public, or debt sub-
ject to the debt limit of $8.6 trillion.

So it is important to note these things as we take a look at how
these different plans affect the national debt.

Chairman SmiTH. A quick round and we will try to finish up in
the next 5 or 10 minutes.

I am going to direct this to you, Ms. Olsen. Since you haven't
said much yet, give us a couple of reactions to what has been said.

Ms. OLseN. One of the questions that | did want to address is
the women’s question. And, Mr. Ryan, | think what you said was
“apples and oranges,” and in a way it is. There is a favoritism to-
ward women because of the progressive benefit structure, but in
absolute dollar terms their benefits are lower. So you could say
they are favored, but you could also say they do worse than men.
Both of those statements are accurate.

What Larry said was exactly the point that | wanted to make
about that, which is that no matter how you slice it, whether
women are—whether there is a progressive benefit structure or
not, whether they do worse or better than men, everybody is get-
ting such a raw deal from this system. At best, you are getting a
2 percent return, most young workers are going to get a negative
return, and when you could just invest in Treasury bonds and get
a 4 percent return, it begins to look worse and worse. So | think
that that is very important.

Also, in my paper, | wanted to address this idea about the low-
income workers. There is a myth out there that Social Security pro-
tects women from poverty and protects low-income people from pov-
erty. That could not be further from the truth. Thirty percent of Af-
rican-American women in our country live in poverty while collect-
ing their Social Security benefits. If they could take 12.4 percent
of their income or 10 percent of their income or even 5 percent of
their income and invest it, they could retire well above the poverty
level, and that is the truth. That is what needs to come out today.

Chairman SmiTtH. All right. 1 would just like to point out in ac-
knowledging those considerations what | did in my Social Security
bill 4 years ago and 2 years ago. | included two aspects that helped
deal with that problem. One is, | increased survivor benefits from
the 100 percent of the higher benefit rate to 110 percent of the
higher benefit rate. Secondly, | took the lead from Dr. Kotlikoff in
terms of a unified investment opportunity so both the man and the
wife have their eligible investment opportunity together, and di-
vided by two so you do away with the attorneys during a divorce
settlement.

So | think that was an excellent idea. Dr. Kotlikoff, what do you
call it?

Mr. KoTLikoFr. Contribution sharing.

Chairman SmiTH. Contribution sharing, sold. And you, Ms.
Olsen, also suggested the wisdom of something like that.

Ms. OLseN. Yes, | do. We call it earnings-sharing. There are a
number of—we are actually going to be doing a paper on it, some
technical details, |1 think June O'Neill might be doing it for us. But
it is a definitely a good idea, an easy way to protect spouses who
do not work, and also to protect people in a divorce so that nobody
runs off with the entire pool of retirement funds.
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Mr. BENTSEN. In Texas we call it community property. Fortu-
nately, I have never had experience with that, and | don't want to,
even though the statistics read differently.

I am glad to hear my colleague from Wisconsin talking about
debt retirement. As he may recall, | offered the amendment in the
committee that would have done more debt retirement than any-
body, but it failed.

And | would also caution him, as he knows as a newer Member
and former staff, that the budget resolution is one thing, but the
final law will determine whether we pay down any debt or not.

Mr. RyaN oF WiscoNsIN. Mr. Chairman, | would like to credit
the gentleman. If your amendment had passed, it would have
achieved the most amount of debt reduction per any plan being of-
fered here in Congress. So | wanted to acknowledge that.

Mr. BENTSEN. | appreciate that.

Let me ask very quickly just a couple of questions. Ms. Olsen,
the Shirley and Spiegler plan, if 1 understand it, does it assume
that 5 percent of the 12.2 percent is transferred to a private ac-
count, and then there is a mandatory supplemental contribution of
5 percent?

Ms. OLseN. Well, they did it several different ways. They did 5
percent with a guarantee, and they also did 7 percent and they also
did 10 percent.

Mr. BENTSEN. In your packet it talks about 10 percent, that is,
10 percent—that is, 12.2—12.4 minus 5, plus 5. Is that how they
get there? Because they retain 7 percent for a two-thirds flat bene-
fit.

Ms. OLseEN. Not in the 10 percent plan. The 10 percentage points
is a full privatization plan that takes 10 percentage points of the
12.4. The 5 percent does have a flat benefit, and that is not in the
small paper that | attached; that is in the larger study.

Mr. BENTSEN. It says here under the fully private system, the as-
sumed contribution rate is 10 percent.

Ms. OLseN. Right, and it does not have a flat——

Mr. BENTSEN. Oh, OK, I see.

Does it assume transition costs?

Ms. OLseN. They did not do transition costs. You had asked that
question earlier and somebody had said, well, you have to deduct
the transition costs from the rate of return. The transition costs is
a cost that has been run up by the Social Security system, so |
don’t think that you necessarily have to—I don't think it is fair to
say that you would deduct it from the rates of return.

Mr. BENTSEN. Let me tell you why | think that is important, very
quickly, and for all three of you. We were just talking about debt
and we talked about 10Us and we talked about whether a trust
fund is a trust fund.

If you go look in the law, the trust fund is a trust fund under
the law. I am sure somebody could try and weasel their way out
of it. |1 like paying down debt; before I was in Congress, | liked
issuing debt because | was an investment banker. | also believe in
the sanctity of debt and the contract that goes with it.

The fact is, you can't design these plans and not have a way to
pay for them and then go back and say, well, we are going to make
up for that later. All of these plans and the problem we are in now
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may be because we have run up debt or the associated debt too
much. But you have to look at the whole picture.

I would say the same for Dr. Kotlikoff, that the 8 percent ulti-
mately at the end of the day will affect your return on investment.
It may not directly, but indirectly it will. And | question even the
argument that while Malcolm Forbes or Steve Forbes may pay
$240,000 for having this boat trip around Manhattan—the elderly,
because they are getting a CPI adjustment, is going to be some of
it; because | doubt that the CPI adjustment will make up com-
pletely an 8 percent consumption tax, particularly when they—at
the lower end they will be consuming more of their disposable in-
come at the upper end.

Mr. KoTLIKOFF. Let me respond to that.

The elderly would be fully insulated. The rich and middle-class
elderly would be hurt relative to the current system which is not
sustainable. Current workers would be somewhat better off because
they would be rid of an 8 percent payroll tax, although they would
have to pay a consumption tax. Overall and given the consumption
tax is going to be declining through time, they would be better off
than under the current system.

So we are not disguising the fact that there are burdens to be
paid, the transition burdens. We are up front, we are honest about
that.

Mr. BENTSEN. And | appreciate that.

Mr. KoTLikorr. In the long run, the rate of return that people
will be able to get will be the full market rate of return. That is
in the long run; that is not during the transition. People will be
able to get the full rate of return on their private accounts, but
there is this additional transition cost.

Mr. BENTSEN. And you don’t think an 8 percent tax, a corporate
tax, might have an impact on earnings that could affect stock price
and an ultimate rush on investment?

Mr. KoTLikorFr. Another thing that needs to be brought out in
this hearing, which hasn't come out, are the macroeconomic im-
pacts of privatizing Social Security. I developed a model with an
economist who is at Berkeley named Alan Auerbach. Our model is
being used at the CBO as, | believe, their primary model for simu-
lating tax reform and Social Security’s privatization.

If you simulate transitions under which you actually pay off the
liabilities of the old system, for example with a consumption tax,
you actually have a positive kick to the economy in terms of saving.
In the short run, you depress somewhat consumption as a share of
national output, so you get a higher saving rate. You also get more
capital accumulation and higher real wages, and this helps the
poor. Whether they are nonwhites, whether they are women, re-
gardless, it helps them in the long run.

When you try and engage in a shell game, which is what you are
concerned about, basically just borrow more money to put it into
a trust fund, and you don't really deal with this generational im-
balance in a substantive way, you end up with a worse economy
in the long run.

So sweating the transition is incredibly important and the con-
sumption tax is the way to finance a transition in terms of getting
the best bang for the buck with respect to economic performance.
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Mr. BENTSEN. Thank you.

Ms. OLseEN. Can | just follow up? I believe it was Alan Greenspan
who said that the markets have taken into account the unfunded
liability. So | don't think that it is necessarily correct for you to say
that payroll—that the rate of return would necessarily have to go
down in financing the transition.

I don't think that that is necessarily—just let me finish, please.
I don't think that that is necessarily accurate. | think it is debat-
able.

Finally, we don't ignore the transition; it is just that in certain
studies you have to focus. But we have published four different
plans, ways of financing the transition, and as | said before, |
would be happy to get those to you.

Mr. BENTSEN. | just want to make sure that when you are doing
this—I mean, transition will have some impact on—whether it is
a sales tax or a consumption tax or whatever, it has to have some
impact. It is not coming out of a different pot of money. All the
money, as Cato well knows, comes from the same taxpayers, so it
somewhere has an impact.

Chairman SmiTH. | think that is such an excellent point, because
we can talk all we want to about how we are going to divide up
whatever pie exists 20, 30, 40, 50 years from now, but part of the
question is, how do we get a bigger pie so that whatever slice is
coming out is bigger. If we are going to end up under the current
system with two workers trying to earn and produce enough stuff,
as one of my friends puts it, to satisfy their family needs plus one
retiree, how are we going to make sure we have the kind of econ-
omy where we increase our productivity and our research.

And so growth and higher savings and investment has to be part
of our goal.

So specifically, Dr. Kotlikoff, have you looked at the problems of
the intergenerational transfer in terms of that effect? And you can
talk about the other, too, but what about just specifically the con-
siderations of the intergenerational transfer of transferring wealth
from the young to the old and the effect on our economic growth?

Mr. KoTLikorFF. Well, the basic story is that if you privatize So-
cial Security, you are going to have some impacts. You are going
to have to burden on current generations. But in burdening those
current generations, you lower their consumption, and thus you in-
crease national saving, increase capital formation, you increase the
tools that workers have to work with and therefore, you make the
economy bigger and more productive.

In our simulations we find out that per capita output is about
15 percent higher after the transition than at the beginning. That
is not enormous, but 15 percent is pretty good. The capital stock
is about 40 percent larger.

The alternative, 1 want to stress, is just to continue muddling
along and end up 20 years from now with payroll tax rates which
will be 20 to 25 percent to pay for this program. Bear in mind, we
already have an economy in which virtually every citizen is paying
at the margin about 50 cents on the dollar to State and Federal
Governments in different kinds of taxes.

If we add another 10 or 20 percentage points on for a rate that,
we are talking about serious problems, about people who do not
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want to be in the formal sector, about an erosion of the tax base,
about a Brazil in terms of the fiscal situation. We are also talking
about printing money to pay for our bills. That is the alternative
to doing something sensible like we propose.

Chairman SmitH. A wrap-up for Dr. Kijakazi, if you would like
about a minute for a wrap-up or comments, and also Ms. Olsen.

Ms. Kisakazi. | would like to address the last point that you
made about how to improve the economy, how to increase the
money coming into the trust fund.

Individual accounts are not what increases the rate of return to
Social Security; it is advance funding. If one of the goals is to in-
crease the rate of return, you do not have to achieve this through
individual accounts; you can accomplish this by investing part of
the trust fund in equities. Investing the trust fund will increase the
rate of return to Social Security without incurring the administra-
tive costs, transition cost, or risks of individual accounts.

One of the proposals in the Clinton plan is to invest a portion
of the trust fund in equities using a broad market index. A politi-
cally and fiscally independent board set up like the Reserve Board
and the Thrift Investment Board that serves the Thrift Savings
Plan would oversee the investment. Increasing the income to the
trust fund will reduce the amount by which you would have to cut
benefits or raise taxes in the future without putting the individual
at risk.

Chairman SmiTH. Ms. Olsen.

Ms. OLsEN. Thanks for the chance to wrap up.

Just in conclusion | would like to go back to the message that
| started with, which is that it doesn’'t really matter if men are
doing a little better than women or women are doing a little better
than men, or African Americans are doing a little bit better than
Caucasians under this system.

The point is that nobody in this system has a good deal: The best
returns you are looking at are 2 percent; young people are getting
negative returns; and this is a system that is now $9 trillion in
debt. If we do nothing, we have—we are looking at benefit cuts of
30 percent or a tax increase to almost 20 cents on the dollar.

So this is a system that even though it may favor some or disfa-
vor others, is not a good deal for workers. We know that there is
something much better, and that is a system that is based on indi-
vidually owned accounts that can be saved and invested, that are
prefunded for the future. That is what we need, and that is what
you should consider as you go forward in trying to think about how
we are going to have a real secure retirement system in the 21st
century.

Chairman SmitH. Thank you all very much for giving up your
time to testify before the committee today. I would like to announce
that next week, Tuesday at 12 o'clock, Dr. Roger Ibbotson and Dr.
Gary Burtless are going to be here to testify on the long-run invest-
ments in terms of what those long-term investments can do as far
as having a positive effect on Social Security.

With that, thank you all again, and the Task Force on Social Se-
curity of the Budget Committee is adjourned.

[Whereupon, at 1:45 p.m., the Task Force was adjourned.]
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Mr. SmMITH. The Budget Committee Task Force on Social Security
will come to order.

We have two expert witnesses today to pass on some of their ad-
vice and estimates on the advantages of using investment as part
of our total solution to Social Security. Social Security's unfunded
liability that ranges in estimates from $4 trillion to $9 trillion can
be solved in three ways, it seems to me. We can cut benefits, we
can increase taxes, or we can get a better return on some of the
investment that individual workers in this country are making.

The current Social Security program gives the average worker a
1.8 percent return on their payroll taxes today. In contrast, cor-
porate stocks have given investors an average of 11.2 percent re-
turn, measured from 1926 until 1998. Opponents of the investment
strategies for Social Security are quick to point out that stock
prices go up and down.

This volatility should not prevent us from considering the bene-
fits of higher investment returns to provide greater retirement in-
come to all American workers. Over time, the ups and downs of the
stock markets have always, if you will, balanced out on the upside,
and investors have learned that they can count on higher returns
for funds that can be invested for the long run. Since many work-
ers pay Social Security taxes for 40 years or more, they can use
this long-term investment strategy and the magic of compound in-
terest to retire much wealthier than they might otherwise.

This investment strategy, | think, requires that a portion of the
Social Security taxes have some of the advantages of capital invest-
ment. That is the purpose of our hearing today.

[The prepared statement of Mr. Smith follows:]
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PREPARED STATEMENT OF HON. NICK SMITH, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF MICHIGAN

Social Security’s $9 trillion funding gap can be closed in only three ways:

* Cut benefits

* Raise taxes

* Increase the rate of return earned on workers’ contributions

The current Social Security program gives the average worker a 1.8 percent in-
vestment return on their payroll taxes. In contrast, corporate stocks have given in-
vestors average annual rates of return up to 11.2 percent, measured from 1926 to
1998. Opponents of investment strategies for Social Security are quick to point out
that stock prices go up and down.

This volatility should not prevent us from considering the benefits of higher in-
vestment returns to provide greater retirement income to all American workers.
Over time, the ups and downs of the stock market balance out, and investors have
learned that they can count on higher returns for funds that can be invested for
the long run. Since many workers pay Social Security taxes for forty years or more,
they can use long-term investment strategies with confidence.

This investment strategy requires that a portion of Social Security be placed into
pre-funded accounts and invested. This fundamental change to the pay-as-you-go
structure should be considered as a means of strengthening Social Security for the
long run.

Would you like, Ms. Rivers, to make any introductory comments?

I'll introduce witnesses today. Dr. Burtless is a Senior Fellow in
Economic Studies with the Brookings Institution. Dr. Burtless has
published various articles on Social Security, Medicare and social
welfare, and testified before several House and Senate committees.
He has published various articles and presented testimony.

Gary, I am sorry | didn’t bring one of your articles or books to
hold up, but I did bring one of Dr. Roger Ibbotson’s books, and this
is the annual condensation of what is happening in stocks and
bonds and bills and inflation. It is a book that must sell very well,
because every financial and asset manager has several in their of-
fices.

So thank you, Dr. Ibbotson, for being here today. )

Dr. Ibbotson is a Professor of Finance at Yale University’s School
of Management, and also serves as Chairman of Ibbotson Associ-
ates, which publishes the annual yearbook. He has been recognized
as a leading expert in measuring rates of return for the last 20
years. ) ) )

In 1974, during one of the worst bear markets in U.S. history,
Dr. Ibbotson predicted that the Dow would reach 10,000 by 2000.
He apparently underestimated that to some extent, since we are al-
ready there. He is now expecting to see the Dow 100,000 by the
year 2025. ) ) )

Let's start with each of you making an introductory statement of
approximately 5 or 6 minutes. So, if each of you would make an
opening statement of 5, 6, 7 minutes, and then we will open up for
questions.

STATEMENT OF GARY BURTLESS, SENIOR FELLOW,
ECONOMIC STUDIES, THE BROOKINGS INSTITUTION

Mr. BurTLESS. | defer to the finance expert, Dr. Ibbotson, on
issues connected to financial history.

My interest in this subject comes from my interest in Social Se-
curity and social welfare protection. Return on investment has be-
come an important issue In thinking about how this kind of insur-
ance and social protection can be made available to people.
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There is a lot of interest right now in replacing part or perhaps
even all of the Social Security retirement protection with a system
of individual retirement accounts. Mr. Chairman, | heard you say
at the beginning you compared a rate of return under Social Secu-
rity of 1.8 percent, which is, I think, approximately what people re-
tiring today can expect to receive on their contributions and those
of their employers, with 11.2 percent, which was the average rate
of return on common stocks in the United States since 1926.

I think that we have to think about some differences between
these two numbers. One is that 1.8 percent represents a real rate
of return, the rate of return after adjusting for the difference in
prices between when you put your contribution in and when you
make withdrawals in the form of pension benefits. Eleven-point-2
percent, in contrast, is a nominal rate of return. The real rate of
return since 1926 has been closer to 7 percent, and going back to
1871, it has been closer to about 6.3 percent. So if you compare like
to like, the real return in Social Security with a real return in com-
mon stocks, it is a difference of 1.8 percent versus 6.5 or 7 percent.

But there is another difference too, and the other difference is
that 1.8 percent represents a return that is backed by the power
of the government to tax wage-earners, and so it is a very secure
rate of return. There is less uncertainty over what it is going to be.

The 6.5 percent or 7 percent return that we have seen over var-
ious historical periods on common stocks has fluctuated widely over
time. If you look at the picture at the back of my testimony, labeled
figure 1, it shows the historical pattern of 15-year average annual
returns on stock market investments. At the end of 15 years, you
calculate what you would have, adjusting for difference in prices,
if you had invested $1 15 years earlier, and then calculate the av-
erage annual return. Figure 1 shows that there has been an enor-
mous range since 1871 in the 15-year trailing real rate of return.
It has averaged 6.3 percent, but there have been six periods when
the rate of return over 15 years was negative; and there have been
eight 15-year periods in which it has exceeded 15 percent. So there
is a very wide variation.

I also heard you say, Mr. Chairman, that over time, if you have
a long enough period for investment, these wide fluctuations even
out, and that is true. But the fluctuations don't completely dis-
appear. The purpose of my calculations in this testimony is to show
how much variation there is left if workers had 40-year careers in
which they invest a certain percentage of their pay in stocks, and
then live on the nest egg that they have accumulated when they
retire.

Chart 3 calculates annuity payments. It shows the situation of
a worker who contributes 2 percent of his pay into stocks and con-
stantly reinvests all the dividends in stocks, and then converts
whatever the nest egg is at the end of a 40-year career at age 62
into a level annuity. The chart shows how much that annuity is
going to be as a share of that worker’s peak career earnings.

Mr. SMITH. Again, if he invests 2 percent of his taxable payroll;
is that what you are saying?

Mr. BURTLESS. Yes, yes.

Mr. SMmiTH. OK. Go ahead.
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Mr. BURTLESS. Obviously you would come up with other numbers
if you invest a different percentage of the worker’s pay. You can see
that the low point of annuities was the annuity for someone retir-
ing in 1920. That annuity would have replaced about 7.5 percent
or so of his peak pay. At the high point in annuities (in the mid-
1960s) the annuity would have replaced 40 percent of peak earn-
ings. So there is a huge difference in the value of the annuity peo-
ple could obtain under this kind of a system. Chart 4 shows how
the real rate of return—the internal rate of return measured when
people turn 62—how much that return varied. This rate of return
varied from a low of 2 percent for people retiring in 1920, up to
a high of about 10 percent for people retiring in 1965.

There is one other risk that workers face that private individual
retirement accounts have not protected them against, and that is
inflation after they retire. Chart 5 shows the historical effects of in-
flation on four workers. In particular, it shows the replacement
rate if, instead of measuring it at the date that they retire, we look
at replacement rates at successive ages after retirement. So you
can see for people retiring in 1965, they started out with a very
high pension, 40 percent of their peak pay, but by the time they
were 80, they were only receiving an annuity equal to about 12.5
percent of their peak earnings. That is because inflation had eroded
the value of their pension.

Thus, even though it is true that the real rate of return we can
expect on common stocks is reasonably high, there still is a lot of
variability in the living standard that workers can afford if they
consistently invest in stocks and then try to convert their savings
into an annuity when they reach retirement age.

[The prepared statement of Mr. Burtless follows:]

PREPARED STATEMENT OF GARY BURTLESS, SENIOR FELLOW, ECONOMIC STUDIES, THE
BROOKINGS INSTITUTION

Congress and the public are rightly concerned about the future of Social Security.
Many people have proposed novel and dramatic reforms to the system to assure its
solvency or improve workers’ rate of return on their contributions. One popular pro-
posal is to establish a new system of individual, privately managed retirement ac-
counts that could be invested in high-return private securities, such as common
stocks. This approach can push up workers' returns in the long run. But this can
only occur if we increase the level of reserves that back up future pension promises.
In other words, our retirement system must move away from pay-as-you-go financ-
ing and toward greater advance funding. This in turn requires that some Americans
accept a temporary reduction in consumption, either by making larger contributions
to the pension system or accepting smaller pensions.

Individual accounts have no inherent economic advantages over the alternative
proposal to accumulate a larger reserve in the existing Social Security system.
There are some political advantages to accumulating additional reserves in individ-
ual accounts, but there are efficiency advantages to accumulating reserves in a sin-
gle collective account, such as the OASI Trust Fund. Accumulating private assets
under either approach entails financial market risks. In one case the risks are borne
collectively by the government (and ultimately by all taxpayers and pension recipi-
ents). Under a system of individual accounts, in contrast, the financial market risks
would be borne by individual contributors and pensioners.

Since the basic goal of a government mandated pension system is to ensure work-
ers a predictable and decent income in old age, the reform plan we ultimately adopt
should be one in which the collective, defined-benefit plan provides the bulk of man-
datory pensions, especially for workers with average and below-average lifetime
wages. A single collective fund exposes these contributors to far less financial risk
than an alternative system in which most of their retirement income is derived from
individual investment accounts.
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RISKS AND RETURNS OF INDIVIDUAL ACCOUNTS

Many critics of Social Security want to scale back the present defined-benefit plan
and replace it partially or fully with a privately managed system of individual de-
fined-contribution pension accounts. Such accounts could be run independently of
traditional Social Security or as an additional element in the existing system. Advo-
cates of individual accounts claim three big advantages from establishing individual
accounts:

« It can lift the rate of return workers earn on their retirement contributions

¢ It can boost national saving and future economic growth

¢ It has practical political advantages in comparison with reforms in existing pub-
lic programs that rely on higher payroll taxes or a bigger accumulation of public
pension reserves

Individual account plans differ from traditional Social Security in an important
way. The worker’s ultimate retirement benefit depends solely on the size of the
worker’s contributions and the success of the worker’s investment plan. Workers
who make bigger contributions get bigger pensions; workers whose investments earn
better returns receive larger pensions than workers who invest poorly.

The most commonly mentioned advantage of individual accounts is that they
would permit workers to earn a much better rate of return than they are likely to
achieve on their contributions to traditional Social Security. | have heard it claimed,
for example, that workers will earn less than 0 percent real returns on their con-
tributions to Social Security, while they could earn 8 percent to 10 percent on their
contributions to an individual retirement account if it is invested in the U.S. stock
market.

This comparison is incorrect and seriously misleading. First, the claimed return
on Social Security contributions is too low. Some contributors will earn negative re-
turns on their Social Security contributions, but on average future returns are ex-
pected to be between 1 percent and 1%2 percent, even if taxes are increased and ben-
efits reduced to restore long-term solvency.

Second, workers will not have an opportunity to earn the stock market rate of re-
turn on all of their retirement contributions, even if Congress establishes an individ-
ual account system in the near future. As noted above, workers’ overall rate of re-
turn on their contributions to the retirement system will be an average of the return
obtained on their contributions to individual accounts and the return earned on
their contributions to whatever remains of the traditional Social Security system.
For most current workers, this overall rate of return will be much closer to the cur-
rent return on Social Security contributions than it is to 8 percent.

Investment risk. Advocates of individual retirement accounts often overlook the in-
vestment risk inherent in these kinds of accounts. All financial market investments
are subject to risk. Their returns, measured in constant, inflation-adjusted dollars,
are not guaranteed. Over long periods of time, investments in the U.S. stock market
have outperformed all other types of domestic U.S. financial investments, including
Treasury bills, long-term Treasury bonds, and highly rated corporate bonds. But
stock market returns are highly variable from 1 year to the next. In fact, they are
substantially more variable over short periods of time than are the returns on safer
assets, like U.S. Treasury bills. Chart 1 shows the pattern of real stock market re-
turns over the period back through 1871. | have calculated the 15-year trailing real
rate of return for periods ending in 1885, 1886, and all other years through 1998.
The return is calculated by assuming that $1,000 is invested in the composite stock
index defined by Standard and Poor’'s and quarterly dividends are promptly rein-
vested in the composite stock. The 15-year trailing return has ranged between —2
percent and 13 percent since 1885. The historical real stock market return averaged
about 6.3 percent.
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Chart 1.
Real Stock Market Returns, 1871-1998
(15-Year Average Annual Returns)
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Some people mistakenly believe the annual ups and downs in stock market re-
turns average out over time, assuring even the unluckiest investor of a high return
if he or she invests steadily over a 20-year period. A moment's reflection shows that
this cannot be true. From January 1973 to January 1975 the Standard and Poor’s
composite stock market index fell 50 percent after adjusting for changes in the U.S.
price level. The value of stock certificates purchased in 1972 and earlier years lost
half their value in 24 months. For a worker who planned on retiring in 1975, the
drop in stock market prices between 1973 and 1975 would have required a drastic
reduction in consumption plans if the worker’s sole source of retirement income de-
pended on stock market investments.

We can evaluate the financial market risks facing contributors to individual re-
tirement accounts by considering the hypothetical pensions such workers would
have obtained between 1910 and 1997. The 88 hypothetical contributors are as-
sumed to have careers that last 40 years, beginning at age 22 and ending at age
62. When contributors reach age 62 they cease working and convert their accumu-
lated retirement savings into a level annuity. To make the calculations comparable
across time, all contributors are assumed to have an identical career path of earn-
ings and to face the same mortality risks when they reach age 62. Contributors dif-
fer in the path of stock market returns, bond interest rates, and price inflation over
their careers and retirement. These differences occur because of the differing start
and end dates of the workers’ careers.

The results of this exercise can be summarized briefly. Even though workers on
average obtain good pensions under individual retirement accounts, there is wide
variability in outcomes. Assuming workers deposit 2 percent of their annual pay
into a retirement account that is invested in common stocks, historical experience
suggests their initial pensions can range from about 7 percent of their peak career
earnings to 40 percent of their peak earnings. While most workers would welcome
the opportunity to earn better returns on their contribution to the retirement sys-
tem, defined-contribution accounts would expose workers to a substantial hazard
that their pensions would be too small to finance a comfortable retirement. When
we consider the effects of inflation on the value of annuities after workers retire,
the financial market risks associated with individual accounts seem even bigger.

Details of the calculations. | have made calculations of the pensions that workers
could expect under an individual account plan using information about annual stock
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market performance, interest rates, and inflation dating back to 1871.1 | start with
the assumption that workers enter the workforce at age 22 and work for 40 years
until reaching their 62nd birthdays. | also assume they contribute 2 percent of their
wages each year to their individual retirement accounts. Workers’ earnings typically
rise throughout their careers until they reach their late 40’s or early 50's, and then
wages begin to fall. 1 assume that the age profile of earnings in a given year
matches the age profile of earnings for American men in 1995 (as reported by the
Census Bureau using tabulations from the March 1996 Current Population Survey).
In addition, | assume that average earnings in the economy as a whole grow 1 per-
cent a year.

While it would be interesting to see how workers’ pensions would vary if we al-
tered the percentage of contributions invested in different assets, in my calculations
| assume that all contributions are invested in stocks represented in the Standard
and Poor’s composite stock index. Quarterly dividends from a worker’s stock hold-
ings are immediately invested in stocks, too. Optimistically, | assume that workers
incur no expenses buying, selling, trading, or holding stocks. (The average mutual
fund that holds a broadly diversified stock portfolio annually charges shareholders
a little more than 1 percent of assets under management. Even the most efficient
funds impose charges equivalent to 0.2 percent of assets under management.) When
workers reach their 62nd birthdays they use their stock accumulations to purchase
a single-life annuity for males. (Joint survivor annuities for a worker and spouse
would be about one-fifth lower.) To determine the annuity company’s charge for the
annuity, | use the Social Security Actuary’s projected life table for males reaching
age 65 in 1995. To earn a secure return on its investments, the annuity company
is assumed to invest in long-term U.S. government bonds. The nominal interest rate
on these bonds is shown in Chart 2. | assume that the annuity company sells a
“fair” annuity: It does not earn a profit, incur administrative or selling costs, or im-
pose extra charges to protect itself against the risk of adverse selection in its cus-
tomer pool. (These assumptions are all unrealistic. Annuity companies typically
charge an amount that is between 10 percent and 15 percent of the selling price
of annuities to cover these items.) My assumptions therefore yield an overly optimis-
tic estimate of the pension that each worker would receive.

1Stock market data are taken from Robert J. Shiller, Market Volatility (Cambridge, MA: MIT
Press, 1989), Chapter 26, with the data updated by Shiller. Inflation estimates are based on
January producer price index data from 1871 through 1913 and January CPI-U data from 1913
through the present. Bond interest rates are derived using 1924 through 1997 estimates of the
average long-bond yield for U.S. Treasury debt; yield estimates before 1924 are based on yields
of high-grade railroad bonds.



64

Chart 2.
"Riskless" Long-term Interest Rate,
1910 - 1997#
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Chart 3 shows the replacement rate for workers retiring at the end of successive
years from 1910 through 1997. The hypothetical experiences of 88 workers are re-
flected in this table. The worker who entered the workforce in 1871 and retired at
the end of 1910, for example, would have accumulated enough savings in his indi-
vidual retirement account to buy an annuity that replaced 19 percent of his peak
lifetime earnings (that is, his average annual earnings between ages 54 and 58).
The worker who entered the workforce in 1958 and retired at the end of 1997 could
purchase an annuity that replaced 35 percent of his peak earnings. The highest re-
placement rate (40 percent) was obtained by the worker who entered the workforce
in 1926 and retired at the end of 1965. The lowest (7 percent) was obtained by the
worker who entered work in 1881 and retired in 1920. Nine-tenths of the replace-
ment rates shown in the chart fall in the range between 10 percent and 37 percent.
The average replacement rate was 20.7 percent. (For workers retiring after 1945 the
replacement rate averaged 25.3 percent.)
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Chart 3.

Male Single-life Annuity as a Percent of Career High
Annual Earnings (Measured at Age 62)
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Chart 4 shows the real internal rate of return on the contributions made by the
88 workers. This return is measured at age 62, when the worker retires. Since 1910,
when the first worker retired, the real internal rate of return ranged between 2 per-
cent and almost 10 percent. The average rate of return was 6.4 percent.

¢ y

Chart 4.
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The principal lesson to be drawn from these calculations is that defined-contribu-
tion retirement accounts offer an uncertain basis for planning one’s retirement.
Workers fortunate enough to retire when financial markets are strong obtain big
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pensions; workers with the misfortune to retire when markets are weak can be left
with little to retire on. The biggest pension shown in Chart 3 is more than 5 times
larger than the smallest one. Even in the period since the start of the Kennedy Ad-
ministration, the experiences of retiring workers would have differed widely. The
biggest pension was 2.4 times the size of the smallest one. In the 6 years from 1968
to 1974 the replacement rate fell 22 percentage points, plunging from 39 percent
to 17 percent. In the 3 years from 1994 to 1997 it jumped 14 percentage points, ris-
ing from 21 percent to 35 percent. Social Security pensions have been far more pre-
dictable and have varied within a much narrower range. For that reason, traditional
Social Security provides a much more solid basis for retirement planning and a
much more reliable foundation for a publicly mandated basic pension.

The calculations in Charts 3 and 4 ignore the effects of inflation on the value of
workers’ annuities after they retire. Workers typically cannot buy annuities that are
indexed to the price level, as Social Security pensions are indexed. Chart 5 shows
how the real replacement rate varied over workers' retirements for four workers
whose retirements began in 1920, 1928, 1932, and 1965. For workers who retired
before World War 11, prices did not always rise; in some periods, they fell. A worker
receiving a level annuity receives a windfall when prices decline. The value of his
annuity rises. But rising prices rather than falling prices have been the norm since
the end of the Great Depression. A worker who began receiving a $100 monthly pen-
sion in 1965, for example, would have received a pension worth just $70 by the time
he was 70 and just $31 by the time he was 80. The steep decline in the value of
this worker’s pension is shown in Chart 5 with the line labeled “Year of retirement
=1965."
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Chart 5.
Real Annuity as Percent of Career
High Annual Earnings at Selected Ages
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On average, inflation has reduced the rate of return workers would actually have
obtained on their individual-account pensions. Chart 6 shows the trend in rates of
return on worker contributions, when the rate of return is calculated at the age of
death of workers rather than at age 62, when they first begin collecting pensions.
Notice that the average realized rate of return is 1.2 percentage points lower than
the rate of return calculated at age 62. This simply reflects the fact that, on aver-
age, workers would have received real annuities that are less in value than was an-
ticipated when they first began their retirements.
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Chart 6.
Internal Rate of Return Measured
at End of Life, 1910-1997
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CONCLUSION

The debate about reforming Social Security should not rest on exaggerated claims
about the potential gains workers can obtain from a shift to privately managed indi-
vidual retirement accounts. Social Security provides workers with crucial protec-
tions against financial market risks. It is worth remembering that when the system
was established in 1935, many industrial and trade union pension plans had col-
lapsed as a result of the 1929 stock market crash and the Great Depression, leaving
workers with no dependable source of income in old age. The private savings of
many households was wiped out as well. Given these circumstances, most voters
thought a public pension plan, backed by the taxing power of the Federal Govern-
ment, was preferable to sole reliance on individual retirement plans.

Financial market fluctuations continue to make private retirement incomes uncer-
tain. Workers who invest in financial market assets, such as common stocks, bonds,
and annuities, are exposed to three kinds of risks: The risk that asset prices will
decline around the time workers begin to retire; The risk that annuities will be ex-
pensive to buy when the worker must convert his retirement nest egg into a level
annuity; And the risk that price inflation during the worker’s retirement will seri-
ously erode the value of his annuity. The existence of these kinds of risk means that
there is a continuing and crucial role for traditional Social Security, even in the case
of workers who earn middle-class wages throughout their careers.

Mr. SmITH. Dr. Ibbotson.

STATEMENT OF ROGER IBBOTSON, PROFESSOR OF FINANCE,
YALE UNIVERSITY SCHOOL OF MANAGEMENT

Mr. IBBOTSON. Yes, | am an expert in investments, let me say,
and | have some knowledge about Social Security issues, and |
want to actually talk about both subjects here, although I am sure
I will be mostly talking about investments.

Starting out with the Social Security problem. The basic problem
is that this has been—is now, and always has been primarily a
pay-as-you-go system, so that current workers are paying the bene-
fits of current retirees, and the problem we are in that | guess
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probably everybody here recognizes is that the changing demo-
graphics are changing the mix of workers to retirees. We are hav-
ing far more retirees per worker than we did in the past.

Social Security also—and | just want to bring this up front—
seems to serve another purpose here, and many of us have views
on this. Social Security performs somewhat of a wealth-transfer
system because l—maybe it makes some attempts, but | think par-
tially by design the system is not in balance. The individual ac-
count, if you were taking individual contributions, they do not
match what the individual would get in retirement.

The system has various biases. The most obvious is the young—
favors the young over the old, but it also favors women over men
because women live longer. At low wages, low-wage earners over
high-wage earners because it smooths things out, and there are a
lot of other imbalances.

Now, | am saying these are—we have opinions about what we
want Social Security to do, but it is only a partial retirement sys-
tem and it is also partially a wealth-transfer system.

In terms of getting it on a reasonable footing—I think Chairman
Smith pointed it out—the three items right off the bat, you either
have to reduce benefits in some way, increase savings, or increase
returns on investments. | actually believe that we have to really do
some of the first two of those, however painful they may be to the
American people, that we may have to actually reduce some bene-
fits that may be in the form of, say, delaying the age when you first
get benefits or restricting who is eligible or taxing benefits in some
form. | think that the benefit level cannot be sustained without
substantial increases in savings rates.

Savings rates can come in many different forms too. They can
come in the form of higher payroll taxes, of course, but they might
be—and I am sure we will talk about it today—privatized savings
accounts, or perhaps applying general budget surpluses to make up
part of this shortfall.

What I will try to focus on here mostly, though, is the third item,
getting a higher return on investments, because obviously that is
not painful unless we actually suffer some of the risks associated
with that higher return. But we all would like to get higher returns
where most of us here would be reluctant to have higher payroll
taxes or higher savings accounts and reduced benefits.

I actually think, though, we have to do all three, so I am not sug-
gesting that there is a magic bullet in higher returns; it can only
be a partial solution.

Generally, though, before we could even talk about getting re-
turns, higher returns, we have to talk about making an invest-
ment, because that requires some prefunding. We have the Social
Security trust, but it has only limited prefunding. The funding is
not even close to the potential liabilities here, and | have heard lots
of numbers. | haven't done any calculations, but they have been up
to $10 trillion in liabilities, and the funding is nowhere near to that
extent. But with some funding, then we can have investment.

Now, | have to warn everybody again, unfortunately, that we
have the pay-as-you-go system, we have the current benefits. We
have to really pay the benefits and make the prefunding in some
sort of a pretty long transition period, where to think of a—you
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have to pay for your parents’ benefits at the same time you are
making investments into your own retirement plans. So you sort of
have to do both here, and that is why straightening this whole
process out is likely to be painful.

But in terms of what to invest in, let me make a simple state-
ment, and that is stocks do out-return bonds over the long run.
They have historically—most of my measures go back to 1926, but
we can go back further, if necessary. But going back to 1926, stocks
have returned 11.2 percent per year. At the same time, U.S. Gov-
ernment bonds have returned 5.3 percent. So there is about a 6
percent differential between stocks and bonds. That 6 percent dif-
ferential has actually a dramatic effect over time because of the
compounding. If you put money away and let it run over 30, 40,
50, 70 years, 73 years in this case, this is amazing. A dollar at 11.2
percent over 73 years grew to $2,351. And $1 in bonds at that 5.3
percent grew to $44, a much lower amount.

Now, it is true that this includes inflation, and the inflator is
about 9, if you divide those numbers by 9; or if you want to rough
it out, divide by 10, still, even dividing by 10, a dollar in real terms
in the stock market grew to $235. That is 73 years; that is really
in our lifetimes there, what—maybe it is a little longer than our
working lives, but it is the kind of result that you can get from
these high returns if they are realized.

The $44, as the $1 grew in bonds, | guess if you divide that by
9, that is about 5, a little less than five times your money, not that
much growth over the long run. Basically you are covering infla-
tion.

Now, as Dr. Burtless has pointed out, stocks have risk, more risk
than bonds; that is true. And there has been—over this period
starting in 1926, there has been a period as long as 20 years start-
ing in the Depression, starting in 1929 where bonds out-returned
stocks, so it is possible to have a long period of time where bonds
do better than stocks.

There has been the worst case—if we go back to the Depression,
stocks lost from their highs in 1929 to their lows in 1932—they lost
80 percent of their value. So there definitely is a potential down-
side to this. Yet, over the long run, stocks do outperform bonds.
Forty-seven out of the 73 years, stocks had a higher return than
bonds, so about two-thirds of the time, the return on stocks is high-
er than the return on bonds.

Over a long horizon, looking forward, the odds are high that
stocks will outperform bonds. The longer the horizon, the higher
the odds that stocks would outperform bonds. Stocks actually—
since 1926, they have never had a negative 20-year period, and
they have only had—if you take all the overlapping 10-year periods
which is 64 10-year periods that overlap, only two of them were
negative. So the odds of being negative over a 10-year period are
quite low and not very high at all for—we have never had one over
a 20-year period. So | think that over the long run, the odds are
extremely high that stocks will outperform bonds.

I will say, though, that—and | guess we, the American people
and you in Congress on this committee and so forth, have to make
this kind of a judgment. There are risks in the stock market. |
know that the U.S. Government sort of acts as a safety net to the
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U.S. economy, and when times are at their worst, perhaps the gov-
ernment will be there for us. So we recognize that we are con-
cerned about these risks and still, | believe that the trade-offs are
sufficient here. The odds are high, if we can be long-term investors,
that is the key. If we can be long-term investors, the odds are very
good that stocks will do better than bonds. So generally | would ad-
vocate at least some investment in the stock market.

Of course, this is very different—I will handle this in questions,
I am sure, but it is very different whether this is part of a public
fund which is doing the investing or whether these are privatized
accounts.

Thank you.

Mr. SMITH. Thank you.

[The prepared statement of Mr. Ibbotson follows:]

PREPARED STATEMENT OF ROGER G. IBBOTSON, PROFESSOR OF FINANCE, YALE
UNIVERSITY SCHOOL OF MANAGEMENT

Chairman Smith and distinguished members of the House Budget Committee’s
Task Force on Social Security.

| am an expert on the long-term investment returns of stock and bond markets.
| am generally familiar with the Social Security structure and issues.

THE PROBLEM

The basic problem is that the current system is and has always been primarily
a pay-as-you-go retirement system. Current payroll OASI taxes are used to pay re-
tirement benefits of current retirees. The system is mostly unfunded, and to the ex-
tent it is funded, it is used to hold and offset U.S. Government debt.

The pay-as-you-go system cannot work indefinitely, given the changing demo-
g_ra%hics of our workforce, with ever larger proportions of the population being re-
tired.

Also, the Social Security system, partially by design and partially by its very na-
ture, has not paid out individual benefits that are aligned with that same individ-
ual’'s contributions. In general, the system favors the old over the young, women
over men, low wage earners over higher wage earners, along with numerous other
imbalances. Thus the system works as a welfare wealth transfer system, as well as
a retirement system.

SOLUTION POSSIBILITIES

There are only three possibilities: Increased savings, reduced future retirement
benefits, or higher return on investment.

1. Increased Saving Rates. Any reasonable plan has to increase savings rates.
This can come in the form of higher payroll taxes, private savings accounts, or mere-
ly applying projected government surpluses to help solve the problem.

2. Reduced Retirement Benefits. These can be reduced by delaying the age of first
benefits, reducing the amount, restricting eligibility, etc.

3. Higher Return on Investment. Assuming there is a least some prefunding, the
sums could be invested in higher returning assets. The current surpluses are used
to offset government debt. Alternatively, they could partially be invested in common
stocks, which might be expected to produce higher returns.

PREFUNDING

In order to earn returns on investment, the investment has to be prefunded. This
is true whether the system continues to be run entirely by the U.S. Government,
or whether it is to be partially privatized. Prefunding requires a transition stage
from the pay-as-you-go system. During this transition, extra investment must be
made, since the current benefits still have to be paid.

STOCK RETURNS VS. BONDS RETURNS

Stocks usually outperform bonds. Since 1926, common stocks returned 11.2 per-
cent per year, while U.S. Government bonds returned 5.3 percent per year. One dol-
lar invested 73 years ago in common stocks grew to $2,351 versus only $44 in bonds.
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Over the long run, investing in higher risk assets can have a substantial impact on
accumulated wealth. | expect the historical payoffs for risk to continue in the future
over the long run.

THE RISK OF THE STOCK MARKET

Stocks are riskier than bonds. There has been as long as a 20 year period in
which bonds outperformed stocks. In our worst historical case, stocks lost over 80
percent of their value from their 1929 high to their 1932 low. Yet stocks out-
performed bonds almost two-thirds of the years (47 out of 73). Over longer horizons,
the odds increase that stocks will outperform bonds. U.S. Stocks have never had a
neg_atoilve return over a twenty year period, and only in 2 of 64 overlapping 10 year

eriods.

P The U.S. Government often acts as a safety net to the U.S. economy. Stocks will
likely perform worst when the economy is at its worst. Although the long horizon
risk is relatively low, is it acceptable to us? If the system is partially privatized, in-
dividual investors will make their own risk and return trade-offs. Experience shows
that most people are willing to invest at least some of their retirement funds in the
stock market.

| favor investing only a small portion of our Social Security funds in the stock
market. This provides diversification, without creating undue risk.

Mr. SMITH. One of the questions certainly is, are individuals ca-
pable of investing their own money? | just relate my experience at
a company called Spartan Motors in Michigan. 1 was touring the
factory and went into the lunch room and there were three workers
over there, sweaty and obviously line workers. One had tattoos and
another had a pony tail. What they were reading in the lunch room
is the Wall Street Journal. And | asked the CEO, well, gosh, that
is pretty impressive. And he said well, since we started revenue-
sharing in our 401(k) program, the three of them over there will
average having a stock market investment of over $100,000 apiece,
and they have really started studying and asking questions.

So one question is, how do we take advantage of the up-market,
if it is going to go up, and how do we minimize the disadvantages
of some of the stocks that are going to go down?

But maybe a specific question for both of you is, Dr. Ibbotson,
why do you think we will see the Dow at $100,000 by 2025? And
the question to you, Dr. Burtless, is, do you think he is under-
estimating this time as he did in 1974, or do you think he is over-
estimating?

We will start with you, Dr. Ibbotson.

Mr. IBBoTsoN. Well, let me say that that is pretty much the
same forecast that | made in 1974. You take the bond yield, you
add the premium of how stocks outperform bonds on average over
it, and you project it forward. | did that back in 1975; actually, this
was after a very poor period in the market and everybody thought
I was very optimistic. But | made that forecast, essentially adding
about 6 percent return above and beyond the bond return to the
stock return, and projected it forward—and the Dow does back out
the dividends to get the number because the Dow doesn’t include
dividends. But just projecting that forward, it is about 10 percent,
it took the Dow—at that time the Dow was in the 800's, it took the
Dow to 10,000 at the end of the century. We got there a little early.

I am making a similar forecast when | take the Dow to 10,000
to 100,000 over the next 25 years, that we would get about a 6 per-
cent return above and beyond what government bonds would pay;
and | am saying, though, that this happens not without risk. In
fact, | actually forecast these as probably distributions, not certain
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that you get this, but that is the median, middle forecast of what
I would predict.

Mr. SmiTH. Dr. Burtless, additionally, do you think he is high or
low? | think |1 hear you saying from your testimony that you do
support capital investment. The question is, how do you minimize
individual risk?

Mr. BURTLESS. Right. But | hate to get in the business of fore-
casting what the stock market is going to do, because | think it is
inherently very difficult to predict. My guess is that it is also very
likely that stocks will continue to outperform bonds, although 1
would say in the next 10 or 15 years, the degree of difference be-
tween stock and bond returns may be lower just because the valu-
ation of stocks is currently so high. Also, interestingly enough, the
real yield that people are obtaining on U.S. Treasury bonds is also
higher than its historical norm. So the difference, | think, at least
in the next 10 or 15 years, is likely to be smaller than it has been
historically.

I think that it does make sense to try to use this third option
you mentioned in your introductory remarks to try to improve the
return on worker contributions as much as we can. | agree with
what my academic colleague here says, that it will be necessary to
either increase contributions or reduce benefits, but to the degree
that we can get a better return on whatever reserves we hold, that
would lessen the need to reduce benefits or increase taxes.

And | definitely think that there is a way to do it and minimize
risk to individual workers, and the simple way is for the Social Se-
curity trust fund to manage the investment in stocks.

Mr. SmiTH. This means we have 1-minute to go for my time. Ex-
plain how individual workers could minimize risk if we had per-
sonal retirement savings accounts?

Mr. IBBOTSON. There are various ways individuals could do it. |
know there are some proposals on the table. Generally, though, I
would think we would want to make it easy for individuals because
I don't think—I don’t think we would want individuals given the
total freedom to buy Internet stocks every day, buy and sell them,
but to get them into more or less, maybe a few options of one mix
or another, maybe an aggressive or conservative and a moderate
mix where they are preset for them, and perhaps we would use
index funds, although we wouldn't have to have index funds.

But | would say that it is potentially achievable for individuals
to do this, and | haven't advocated necessarily to do this, because
I think it is very dependent on what system you come up with
here, whether 1 would be in favor of it or not. But generally indi-
viduals do manage their money in 401(k) accounts, they manage
their money in accounts; they learn to manage their money. | rec-
ognize that we want to make this available to such a wide group
of people that there is some period of time when they have to learn
how to do this. So I think we have to make the options simple for
them at the start.

Mr. SMITH. Representative Lynn Rivers, my esteemed colleague
from the great State of Michigan.

Ms. Rivers. Thank you, Mr. Chairman.

Thank you, gentlemen. | have a question first for Dr. Burtless.
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The kind of annuity that people discuss in the context of Social
Security either doesn’'t seem to exist or doesn’'t seem to exist in any
great number out there, which is some sort of annuity that is going
to exist for the life of the person, which is unknown, of course, at
age 65.

Do these kinds of annuities exist? Would it be possible for some-
one to craft something based on a private account that is going to
not just not be eroded by inflation, but is going to last for as long
as they live, say they live 30 years after retirement. We had some-
one here from the Human Genome project telling us that people
are theoretically capable of living until 130 years old.

Mr. BuUrTLESS. It has long been possible for people to get an an-
nuity for as long as they live. It has not been possible for people
to get an annuity that is indexed to the price level in the United
States. | have been told by Peter Diamond, a Professor at MIT,
that one of his graduate students discovered a small insurance
company in Ohio that is offering indexed annuities, that is, annu-
ities indexed to prices. However, the company was unwilling to say
what the price was they would charge for an indexed annuity, so
it is hard to take that into account when | perform my calculations.

In principle now, it is possible for an insurance company to offer
indexed annuities, because the Federal Government offers indexed
bonds. If the company’s portfolio consisted of indexed bonds, then
it could always be sure that it would have enough money in the
account to make the promised annuity payments.

Ms. RiIvers. The indeterminate-length annuity, how would that
differ from one for a set period of time?

Mr. BuURTLESS. Oh, insurance companies already offer that vehi-
cle. You can buy one. Because the insurance companies have an ex-
pected life span that they use, they can offer annuities that last
until death. For every 1,000 people that come in to buy the annu-
ity, they have a pretty good idea for those 1,000 people what the
distribution of required payments will be. So they are able to offer
pretty secure unindexed annuities right now; and they have been
able to offer that kind of a plan for a number of years.

Ms. Rivers. OK.

Dr. Ibbotson, | have a couple of questions for you. One is, in talk-
ing about the issue of prefunding—and we have heard people speak
to that before here, and it is a considerable amount of money that
would be necessary to prefund the existing Social Security system.
It seems it would be pretty costly to prefund the new system, and
you recognized that by saying, somewhere along the line we have
to get extra investment.

Most of the witnesses that we have had here—I don't want to say
“all,” because | don't remember, but most of the witnesses here
have suggested that for any sort of transition, the general fund sur-
plus that is projected is going to be inadequate. Where else would
you go for the cash to fund a transition?

Mr. IBBoTsON. Well, I haven't done any calculations, whether it
would be inadequate or not, and I am not fully aware of the full
surplus plan over all of these years, although | listened to Presi-
dent Clinton’s speech, State of the Union address.

Let me say, | would imagine that we would perhaps partially
fund and do this over a long span of time. | have no magic source
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of extra money. It could come in the form of some payroll piece that
is set aside in some way; it could come from additional surpluses,
but it ultimately has to come out of our pockets in some way. There
is no way to—I have no secret pile of money here under the desk
that | can bring forward here.

Ms. Rivers. All right.

The other question that comes up a lot when we are considering
investments, and | know we have been talking about averages, and
I know that generally the argument is that the stock market yields
a high return, and virtually—some investors do have—how would
you Inoculate people from the effects of those losses on their retire-
ment, or would you?

Mr. IBBoTsON. Well, if it is totally privatized like IRAs, people
have had their losses and they have made their choices, and 1
think they have to suffer them. One way, though, to restrict the
losses is to enforce some diversification so that individuals, say in
a privatized plan, have only a limited number of choices. They can't
just invest in anything. That would enforce diversification on them.

I will say, though, that once we are in the stock market, we can
never insure these losses, or once we totally insure it, we have
given away the extra gain. So although | could devise plans and
give advice to people to reduce their risk, there is no way we could
eliminate the risk.

Ms. RivERs. The other concern that | have, which is a different
kind of risk, is administrative costs that people would be charged
for doing investing; or when such a huge number of people go into
the investment market that you have sort of Herb's Investment
Service springing up on every corner.

What would be the best way to help people move into a direct
investing system?

Mr. IBBOTsON. | think that the administrative costs could be
high—I think over time they would be driven down, but we would
have a variety of competition arising. However, | would imagine
that if you are starting out with this, that we have some sort of
a system where the government is setting up some sort of pool of
accounts which have low administrative costs. They would be per-
haps—if we are talking about privatized accounts, they would be
in individuals’ names and they could have different asset indexes,
but the accounts would be pooled.

To the extent that the government is doing the investing, |1 would
certainly recommend that they be indexed, because | would really
be worried about—in spite of how highly | think of everybody here
in the government, | would be worried about all of the political
pressures involved in trying to invest money. | would think that if
the government is actually making the investments that they be in-
vested in as broad of an index as possible and have it be removed
as much as possible from the political process.

Ms. RiIvERs. Are we going to have a second round, Mr. Chair-
man?

Mr. SMITH. Yes.

Ms. Rivers. OK. I will come back to Dr. Burtless in the second
round.

Mr. SMITH. | might say that the Thrift Savings Account man-
agers, Mr. Burtless, who charge two basis points would know some-
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thing about the complexity of setting up something and taking
bids.

Mr. Herger.

Mr. HERGER. Thank you, Mr. Chairman.

Dr. Burtless, | think | hear you expressing a concern that so
many of us have, and | have two parents myself who are 80-plus,
and that concern is, it would be nice if we—I don’t want to put
words in your mouth, but just to paraphrase what | think | hear
a lot from others, it would be nice to have an investment that was
making the type of return that we have seen averaged over the last
several decades—number of decades. However, what happens if we
go into a 1930's scenario where we get into a downturn, and it is
not there for them? And | think this is a valid concern.

My question would be, what would be your feeling if we say we
are able to, as the Federal Government, as the U.S. Congress and
the President, come up with an agreement where we could guaran-
tee the safety net of a minimum of what we are paying out now
in Social Security, but somehow we were able to, maybe through
a tax return which many of us are looking at, turn back to the tax-
payers in the form of so much percent beyond that, but something
in addition that would be invested; and then we guarantee them
a minimum of this safety net, but still allow a couple percent, or
whatever it might be, that is being invested into the market and
hopefully in as safe a manner as we are able to do.

How would you feel about that?

Mr. BurTLEss. | think that there are two issues that come up
with respect to a system like that. The first thing is, if you provide
a guarantee to depositors, we have a situation that is not unlike
the savings and loan slow-motion disaster we saw in the late
1980's. Depositors had a guarantee, if they put their money in sav-
ings and loans associations. The owners of the savings and loans
were looking at a situation where if they invested in a very reck-
less manner, potentially they could make a lot of money, but if the
investment came out bad, well, the depositors would be bailed out
by the Federal Treasury, which is, in fact, what happened.

And you do have to worry a little that people will choose very
risky alternatives unless there is some provision like Professor
Ibbotson just mentioned in which you restrict the nature of the in-
vestments they can make. But if you restrict the nature of the in-
vestments they can make, as Representatives Archer and Shaw
have proposed to do, you have lost one of the major advantages of
individual accounts. As | understand the Archer-Shaw proposal, ev-
eryone has to invest in a portfolio that is 60 percent stocks and 40
percent bonds. Well, under this plan people don't get to choose the
amount of risk they are going to face. What is the remaining ad-
vantage to them of being given this option to invest?

Now, it is certainly true that it is practical to offer a guarantee
if you told people exactly how to invest, but then you kind of won-
der, well, why are you offering this option when you could easily
have the Federal Government invest 60 percent in stocks and 40
percent in bonds, and you would vastly reduce the administrative
costs.
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So there are two crucial issues: administrative costs, | think, and
then if you let people invest in whatever they want, some people
will be induced to invest very risky if they are given a guarantee.

Mr. HERGER. Well, just to continue with the question, let's say
we don't let them invest anyway they want; we do have param-
eters. Now let me maybe move to something similar, to the type
of investment that Federal employees have where you do have
some kind of a choice there. But anyway, there are parameters
there.

Let's say we set something up like that which would be in addi-
tion to the Social Security that we are guaranteeing. I mean, we
can't be—it would seem to me we can’'t be any worse off than we
already are, because basically part of what you described is what
we already have.

But the second part, if we were to put parameters—and | cer-
tainly agree with you, if we just left it open to do as we did with
the savings and loans, where you just go and put your money in
the riskiest with the highest chance of return—but if you had at
least some guidelines there, would that not be far superior to what
we have now?

Mr. BurTLESss. If you do have individual accounts and they
amount to only a small percentage of the payroll and there is still
the basic traditional Social Security pension (or perhaps a slightly
scaled-back pension) then if it is a small enough contribution that
you are asking people to make, | don't see a reason to offer a guar-
antee. The guarantee in this system is still the traditional Social
Security pension, perhaps scaled back some. Then people must in-
deed accept the risks that go along with investing a small monthly
amount in their own individual retirement account.

The government should not guarantee people against losses in
what is, after all, a small portion of their contribution to the sys-
tem.

Mr. HERGER. But again, maybe you missed what | am asking.
But the thought is that we would, at least for now, at least for the
next decade or so and perhaps somewhat longer, continue with
what we are doing now. This money is coming in—I mean the same
type of arrangements we have now, which basically the Federal
Government is standing good that we are going to pay retirees so
much. But in addition to that, we have a couple percent that we
begin investing so that the point is to get away from the insecurity,
because that is what | hear the criticism is. Those who are criticiz-
ing this are saying well, gee, you know, we don't know, we might
lose out.

So it would seem to me we have our cake and we are able to eat
it too if we are, during these times of the economy going so well,
that we have a golden opportunity to perhaps, if we take it, to do
both. Isn't that far superior to what we are doing now, and that
is, doing nothing?

Mr. BuUrTLESs. Well, at the moment, the government as a whole
has a big surplus. | think it is out of the big surplus that people
are thinking, either directly or indirectly, of financing those small
accounts that you just mentioned.

Mr. HERGER. Right.
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Mr. BUrTLESS. And if they really are small accounts, then forcing
people to accept the risk that comes with the choice that they have
made, while still giving them some choice between a really safe in-
vestment vehicle like bonds and perhaps 100 percent being in-
vested in an index fund for all of the stock market, you have given
them a choice amongst several basic risk-and-return opportunities.
You then simply tell them, “This is a small portion of your retire-
ment income; it is not all of it; we still offer a guarantee for the
basic Social Security pension; you accept the risk that goes along
with your small individual account.

Mr. SMITH. Representative Clayton.

Mrs. CLAYTON. Thank you, Mr. Chairman.

Have either of you run a model where it shows the cost-benefit
of moving from—you just, in response to the last question, you said
a person putting a small amount of the Social Security would as-
sume the risk. Have you run a model on that one?

Mr. BURTLESS. | have not run models——

Mrs. CLAYTON. On any of these?

Mr. BUrTLESs. The only calculations | have performed have sim-
ply reflected the kind of pensions workers would have obtained if
they had been faced with the actual investment environment that
stocks and bonds have offered to investors since about 1871. So |
just make calculations for 88 different workers. The first worker
starts work in 1871 and he has a career and then he retires at the
end of 1910. The second worker starts working in 1872, and he has
a 40-year career, and then he retires in 1911. And so on.

So | have looked at the outcomes for 88 different workers, and
each worker followed the same retirement investment strategy
throughout his career. The results of those calculations are at the
back end of the handout | distributed.

Mrs. CLAYTON. OK. | guess | haven't had a chance to read that.
But the result of that, would those calculations give you the assur-
ance that the benefit for that investment would outweigh any of
those vulnerabilities in that period of time, overcome the costs of
management?

Mr. BurTLESs. Well, there is a simple thing to bear in mind. In
very short periods of time if you invest either in stocks or in bonds,
there are sometimes big changes in the prices that you get if you
try to sell these assets. When the interest rate goes up, for exam-
ple, the value of bonds goes down very quickly. And sometimes, as
you heard Professor Ibbotson say, stocks have fallen in price by 80
percent in the space of 3 years. Even as recently as 1974-1975
there were very dramatic reductions in the value of stock prices.

So when people have their investment savings placed in these
kind of assets, in pretty short periods of time, if they are entirely
invested just in one kind of asset, they can face very drastic reduc-
tions in the amount that they can afford to live on when they re-
tire. That is simply a fair description of financial markets in the
United States.

Mrs. CLAYTON. So the time you invest would remove the vulner-
ability of this kind of fluctuation when it is a short period of time?
With the stocks and bonds, you expect that kind of fluctuation; is
that correct?
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Mr. BurTLESs. As | understand what you just said, the longer
that you are invested in stocks (that is, the longer is the career in
which you have placed money in the stock market), the less the vol-
atility. If you look at 3-year periods, you can lose 80 percent on
your investment. I mean, there have been instances where people
could lose 80 percent of their money in just 3 years.

Investment losses that large have never happened for 15-year pe-
riods. If you stretch out the investment horizon to 40 years, | think
there has been no 40-year period since we have had a stock market
in the United States in which people would have lost money. Prob-
ably the lowest return for any 40-year period that | know of is 2
percent. A 2 percent positive real return is the lowest stock market
return we have ever had over a 40-year period.

I do not predict that the future is going to be like the past.
Maybe in the future real returns may dip to less than 2 percent.
Still, the fact of the matter is, even over 40-year careers, there are
major differences in how well people come off. Long-term returns
depend critically on when they start their investment and when
they retire. They also depend on interest rates at the time workers
convert those investment funds into something to live on in their
retirement.

Mrs. CLAayToN. | was reminded of a show they had on ABC, the
Delaney Sisters, who come from my State and their father, the fa-
ther of the twins admonished them years ago to give 10 percent to
the Lord and 10 percent to savings. They didn’'t say how much they
had given to the Lord, but they said 10 percent she invested over
a period—after all, she lived to 101, so | guess their life experience
would bear out your testimony that they invested, so they did pret-
ty well on their investments.

Dr. Ibbotson, did I misunderstand you? You feel the value of in-
vesting beyond the individual accounts, whether the government
should invest, is that—

Mr. IBBOTSON. | actually haven't personally taken a position.

Mrs. CLAYTON. Let’s assume you did take a position; how would
you account for the government's gap in financing the baby
boomers, and assuming you were in a position to invest the so-
called “surplus” that we have, and assuming that the budget reso-
lution we just passed—Mr. Chairman, we didn’'t do the tax break,
so we won't have that?

Mr. SmiTH. All the Social Security surplus is set aside.

Mrs. CLAYTON. So the Social Security surplus we set aside into
an investment pool, how then will we take care of the gap for the
baby boomers who are coming due, say, by 2017 or 2013, or what-
ever year it is, if we have this money set aside and just—Dr.
Burtless’' testimony of long-term investment is the way you get the
money, if you can't spend the money twice or you can’t spend it for
current obligations and also earn investments. So what will we do
with that scenario?

Mr. IBBOTSON. Yes, we can't spend the money twice. | think you
put it very well. We have to first get some investment—put some
investment away, which I am recommending that once you put it
away, if you invest at least some of it in the stock market, you
would likely have higher returns than if you put all of it in the
bond market as we currently do.
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But you are still saying, how do we put some money away to
start with. Well, | actually believe—I guess I am not running for
office so | can say this—but | actually believe that we have to cut
benefits in some way, because as we get this larger and larger
group of retirees and smaller and smaller group of workers, that
certainly one of the aspects of this is some form of cutting benefits.

Mrs. CLavToN. Which benefits would you cut—spousal, disability,
children, which one?

Mr. IBBOTSON. You want me to name names here. | guess, since
I am not running for office, | can say that.

I won't name anybody’s spouse or anything, but I will say that
I think that there are wealthier people who don't rely as much on
Social Security, so perhaps those benefits could be cut, for the peo-
ple over a certain income or something like that, or taxed in some
way or something. | think there are groups of people, various
groups that we could begin cutting benefits.

I think, though, possibly across the board, we could cut
everybody’s benefit by not fully inflating it as we currently do, so
that there is a gradual cutting of these benefits. | am certainly—
that is to say, | certainly wouldn't say this at a political rally, but
maybe it is being public, but I am not running for office so | can
say these things.

Mrs. CLAYTON. You can change your mind and run for office
later, so be careful.

Mr. SMITH. Mrs. Clayton, with your permission, we will do a sec-
ond round.

I guess | would like to follow up on ways that we might look at
to minimize the risk of a down market at the time of retirement.
Could we make some kind of a phased transition from capital in-
vestments to bond investments? Could we gradually say that part
of the savings could be annuitized the first year versus outyears?

Both of your suggestions—assuming that you were faced with
these kinds of personal retirement savings accounts and looking at
ways that we might minimize the risk of a down market at the
time that somebody might turn retirement age.

Mr. IBBoTsoN. | would like to answer that, if I may. | think there
are a lot of things we can do to mitigate this risk. We can, as you
said, smooth out—we don't have to buy an annuity when you are
65; we could buy some of the annuity early and some of it later,
and smooth it out over some period of time to reduce the risk of
that annuity. In the investment accounts, presumably these would
be set up in very diversified ways.

A lot of the scenarios we are looking at are all stock investments,
and | don't think we are really advocating 100 percent stock invest-
ments here. These sound like terrible cases of losing 80 percent of
your money. But in a diversified portfolio, you don’t get anything
like those kinds of losses over that worst 3-year period in history.

So | think there is diversification, perhaps running index funds,
perhaps smooth over the annuities when the annuities are pur-
chased. There are a variety of things that will reduce this risk.
They won't eliminate it, but they can definitely reduce the risk and
make this palatable.

Mr. SMITH. Dr. Burtless.
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Mr. BURTLESS. The reason that | invest in stocks, the primary
reason is simply because they offer good returns adjusted for risk.
I think that in many public discussions of alternatives to Social Se-
curity, a common number that | hear—and it comes from Professor
Ibbotson’s calculations—is that stocks return 11.2 percent or 11.5
percent; and Social Security returns 2 percent or 1 percent. It is
important to bear in mind what those two numbers mean. There
is only one way that you get a rate of return of 7 percent, which
is the real (inflation-adjusted) rate of return that we have seen in
the United States since 1926 in common stocks. The only way you
get that is to accept the risk that comes with stock investments.

To the degree that you shift funds out of stocks into assets that
reduce the variability of your portfolio, you are accepting a lower
return. You know, that is the point of finance, to teach you how
you select the allocation in which your trade-off for risk and return
yields greatest satisfaction. You don't get 7 percent average returns
if you mix your investments across both stocks and bonds.

Mr. IBBoTsON. | agree with that. I want to say one other thing
just to get these numbers straight.

The 11.2 percent return on stock markets—I think the compari-
son is with the bond market return, which historically has been 5.3
percent; it is not—the 1 percent number that we are talking about
Is, yes, it is after inflation, but they are also different participants
because we don't—what we put in is not what we get out because
of the imbalances of the system. Different participants and dif-
ferent, | guess, age brackets and so forth get different amounts out,
and that is not just the investment return, that is somebody who
puts in their money today, what their investment is, but that is
presuming that part of your money is going to pay somebody else’s
benefits.

Mr. SMITH. A question on if there were individual investment ac-
counts where individuals had some flexibility on where to invest
their money and how to diversify.

Are the American workers intelligent enough, concerned about
their investment enough that somehow they would learn, or indus-
try and businesses would come in to help teach individuals how to
properly invest to minimize risk and maximize gain?

Mr. BURTLESS. Let me answer. | think there are three answers.

First of all, I think it is fair to say that Americans are capable
of handling their own investments. It is also fair to say that their
abilities and their tastes for risks differ tremendously. And it is
also important to point out the findings of the empirical studies of
how people make the choice between different kinds of investments
when they are offered just a few, as 401(k)s typically offer.

Women are less tolerant of risk than men are. In other words,
they tend to put their money in safe investments like guaranteed
income contracts. Older workers are less tolerant of risk, which
makes sense, than younger workers. And low-income workers are
less tolerant of risk than high-income workers, meaning that they
would probably obtain a lower return, although with lower risk.

Mr. SmiTH. Dr. Ibbotson.

Mr. IBeBoTsoN. | think all of those empirical results are correct,
and | think it makes sense. It is all right for some people to be less
risk-tolerant than others and to have portfolios that take less risk.
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You want to match the risk preferences to the people if it is a pri-
vately-based plan.

Mr. SMITH. Is there any evaluation anyplace, any studies that
look at IRAs, 401(k)s, in terms of the effort of those individuals to
better familiarize themselves with investment information?

Mr. BurTLESS. Yes. The Employee Benefit Research Institute
conducted analyses of the effect it makes if employers have good
information campaigns. | think that there are differences across
employers in how risky and how sensible the distribution of 401(k)
investment choices made by their employees is. So the firms that
spend more to help their workers learn have workers who appear
to be making better judgments.

Mr. SMITH. Representative Rivers.

Ms. Rivers. Thank you. Some people are talking about privatized
accounts, are talking about what | call the live-free-or-die model,
which is a purely privatized system where people take their risks,
take the consequences of their risks, and some people do very well
and some people don’t, and the government stays out of it. Most
of the people we have heard from in here are talking about some-
thing less than that.

As | listen to both of you, we are talking about finding a way to
insulate losses to some extent, rather than accepting the individual
variability that might come from big losses for some people, big
gains for others. We are talking about directing investment dis-
tribution, so much in stocks, so much in bonds. We are talking
about limiting investment choices so that people don't have too
high a taste for risk.

So I am left with, why would we go to an individualized,
privatized system? Is it purely ideological? If the government is
going to protect to some extent against loss, is going to direct what
the load of investments will be, and is going to direct the kinds of
things that can be invested in, if all we are looking for is a higher
return, why go to an individualized system as opposed to just let-
ting the Social Security Administration invest funds?

Dr. Ibbotson.

Mr. IsBoTsoN. Well, | think that some individuals want to make
these decisions, and they want to have control over their lives; and
some of them want to take on more risk, some of them want to
take on less risk. We don't want to leave it parameter-free.

Ms. RivERs. But you favor the government limiting many of
those choices, right?

Mr. IBBOTSON. Yes, but still, even with limited choices, people
like to make choices, and we generally believe, | think, in this
country,